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Editorial Comment 


Provided the clouds of war so lowering in 
Welcome To Europe—at the moment of writing these 
Our King paragraphs—do not bring a storm to upset 

present plans, an outstanding event in the 
history of the British Empire is scheduled to take place in 
our Dominion this month. For the first time a ruling 
monarch will pay a visit to one of his self-governing 
dominions beyond the seas. King George VI and his gra- 
cious consort Queen Elizabeth will be in our midst during 
the next few weeks when with joy unconfined Canadians 
will demonstrate their devotion and their loyalty to these 
two royal personages whose hearts are filled not merely 
with love for British subjects but with kindly feelings 
towards the people of every creed and race and clime. 
As heads of the British Empire they have since the day 
of their accession won the affection and the allegiance of 
every Canadian. In a world disturbed as it is at this 
moment, what more appropriate description of our sov- 
ereign and of the people over whom he rules can be sug- 
gested than those beautiful words of Abraham Lincoln, 
“With malice towards none, with charity for all, with 
firmness in the right, as God gives us to see the right’? 
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Language, it has been said, is the amber in which a 
thousand precious and subtle thoughts have been safely em- 
bedded and preserved. The national sentiment aroused by the 
visit of our King will call to the hearts and minds of our 
readers many of the gems that adorn the literature of our 
people, expressing the loyalty of Britons throughout the 
centuries, and the esteem and affection in which we all 
hold the Empire. In the mouth of John of Gaunt, Shakes- 
peare has put these words of admiration for old England 
that will endure as long as our language is spoken: 


This royal throne of kings, this sceptered isle, 
This earth of majesty, this seat of Mars, 
This other Eden, demi-paradise, 

This fortress built by Nature for herself 
Against infection and the hand of war, 

This happy breed of men, this little world, 
This precious stone set in the silver sea, 
Which serves it in the office of a wall 

Or as a moat defensive to a house 

Against the envy of less happier lands, 
This blessed plot, this earth, this realm, this England. 


Devotion and loyalty are attributes that cannot 
Empire be defined or explained; they belong to the realm 
Spirit of the soul. Rooted and grounded in the right 

soil these God-given qualities flourish and grow. 
If a man is loyal to himself, it must follow, as the night 
the day, that he can “not be false to any man.” We pride 
ourselves that we belong to an Empire that seeks to re- 
establish rules of moral conduct among nations and that 
is ready to aid other states who seek her help against the 
aggressor. Loyalty to that Empire has found its expression 
in a thousand ways in our literature. “You Ask Me Why?” 
said Tennyson: 


It is the land that freemen till, 

That sober-suited Freedom chose, 

The land, where girt with friends or foes, 
A man may speak the thing he will; 


A land of settled government, 

A land of just and old renown 
Where Freedom slowly broadens down 
From precedent to precedent. 
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When linked with love for mankind and with respect for 
the rights of others, loyalty finds utterance in those heart- 
searching lines of Kipling: 


Land of our Birth, we pledge to thee 
Our love and toil in the years to be; 
When we are grown and take our place 
As men and women with our race. 


Teach us the strength that cannot seek, 
By deed or thought to hurt the weak; 
That, under Thee, we may possess 
Man’s strength to comfort man’s distress. 


Land of our Birth, our faith, our pride, 
For whose dear sake our fathers died; 

Oh Motherland, we pledge to thee, 

Head, heart, and hand through years to be! 


It is a happy thought that before the close of their 
visit here, the King and Queen will enjoy the hospitality 
of another great world democracy—the United States of 
America—a people that can claim also as their heritage 
the glorious feats of Britons in the days before the Pilgrim 
Fathers sought a new home across the Atlantic. That 


attachment expresses itself in those eloquent words of John 
Greenleaf Whittier, the American poet: 


O Englishmen! —in hope and creed, 
In blood and tongue, our brothers! 

We, too, are heirs of Runnymede; 

And Shakespeare’s fame and Cromwell’s deed 
Are not alone our mother’s. 


“Thicker than water,” in one rill 
Through centuries of story— 

Our Saxon blood has flowed, and still 

We share with you its good and ill, 
The shadow and the glory. 


Joint heirs and kinsfolk, leagues of wave, 
Nor length of years can part us; 
Your right is ours to shrine and grave, 
The common freehold of the brave, 
The gift of saints and martyrs. 


As a partner, then, in an Empire that has committed 
itself to the preservation of world peace and the protection 
of weak nations by every resource at its command, the 
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Dominion of Canada and her people at this time will pledge 
anew (if that be even necessary) their loyalty to their 
sovereigns from the depths of hearts where lie emotions 
too deep for words—a pledge, moreover, that finds its 
solemn expression in those lines of Kipling, “For All We 
Have and Are’— 


No easy hopes or lies 

Shall bring us to our goal, 
But iron sacrifice 

Of body, will, and soul. 

There is but one task for all— 
One life for each to give. 

Who stands if Freedom fall? 
Who dies if England live? 


Because accountants are members of a pro- 
Emphasis On  fession that makes large demands on the 
Education time of all those engaged therein, it is no 

surprise if few have taken the time to lift 
their eyes to discern the direction in which they are moving. 
So accustomed have we been to accepting each step in our 
progress without thought as to any ultimate goal that it 
is refreshing, if somewhat startling, to read the views of 
so keen an observer as Lord Stamp, world-famous econ- 
omist, philosopher and business man to whom more than 
once reference has been made in these pages. His ad- 
dress given recently at a meeting of the Society of In- 
corporated Accountants in England is published this month, 
and everyone in the profession should read it more than 


once. 

Though members of the profession do appear preoc- 
cupied most of the time, credit must be given to them for 
the energy which they have thrown into the education of 
their students, and as evidence of that interest we need 
only refer to the reports on educational activities pub- 
lished lately in these pages. The progress in professional 
practice during the past few decades has been phenomenal 
and most of us have been wont to accept it with little or 
no thought about it. Yet we think it may be said that 
intuitively members have come to feel, as Lord Stamp puts 
it, that they owe it to pupils and juniors and to the future 
that their minds be kept elastic and widely open to the 
future possibility of things beyond our present ken. Robert 
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Browning’s words, “Progress is the law of life—man is not 
man as yet,” are in the back of the minds of most people. 
There is a story told of a king who asked Euclid, the 
mathematician, whether he could not explain his art to 
him in a more brief yet comprehensive manner, and was 
answered that there was no royal way to a mastery of 
geometry. In the affairs of life there are things which 
may be seized by might or purchased with money, but 
knowledge is to be gained only by continuous study. And 
something we all have to remember is the danger of disap- 
pointment in expecting immediate achievement of worth- 
while aims. There is a vast interval between the acorn 
and the stalwart oak. That is what all provincial Institutes 
want to impress on their pupils and members. Students, 
as Lord Stamp reminds us, must be made “alive to the 
possibility of coping with entirely new degrees and areas 
of responsibility. This will require, I will not say intel- 
ligence, but intellectual courage and a progressive outlook 
which until lately has been latent rather than active.” 


What are some of the developments, then, 
Dipping Into that Lord Stamp sees in the profession? 


The Future Today the accountant is the arbiter of 
probity in our commercial and complicated 
financial relations. Within the memory of many of us he 
has advanced to that stage from the position of more or 
less a recorder or checker of factual accuracy which is 
now become only a secondary one. And two greater de- 
velopments are even now at the door. The changes brought 
about in industry through the applications of science are 
progressive, but their “validity and their propriety,” as 
Lord Stamp puts it, are dependent on exact accountancy 
cost measurements, and in consequence “accountancy as a 
language of scientific evidence is only in its infancy.” 

As an economic interpreter the accountant of the future 
will have another important role. A planned world, in 
Lord Stamp’s opinion, will only be kept in working order 
by a phenomenal development of accountancy. Adam 
Smith’s theory of laissez faire, so prominent forty or fifty 
years ago, has given ground to large extensions of govern- 
mental control, and if we are to find the middle road—“that 
fine balanced means”—between that and the system of 
totalitarian control existing in many world states, the ac- 
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countant with his arbitral conscience will have pressed upon 
him responsibilities, the measure of which he has not yet 
dreamed. 

This brings us back to the subject of studies. In the 
face of the swiftly moving scenes depicted in Lord Stamp’s 
lecture, can too much serious thought be given to the edu- 
cation of our students? Looking over the progress of the 
past generation in the accountancy world, and the require- 
ments of the student of that day and this, this great ob- 
server says, “I do not think the gulf between those two is 
any greater, if as great, as the gulf that is likely to exist 
between the kind of things you are educating your young 
men to do now and what accountants may be called upon 
to do in one hundred years’ time.” 


The dangers to members of the profession 
De Facto of an affiliation which falls short of a full 
Partnerships partnership are illustrated in a report of a 

legal proceeding in England which appeared 
in the issue of 25th March 1939 of The Accountant (London). 
We shall not enter into all the details of the action but 
shall mention the two main features upon which the court 
established liability. 

Messrs. Thomson, Plucknett & Co., chartered account- 
ants of London, made an arrangement with R. H. Wassell 
by which he was furnished with space in their offices, the 
services of their clerks and the use of their notepaper and 
folders. His name was added to the list of partners, and 
notice of Wassell’s change from his previous partnership 
was registered under the Business Names Registration Act. 
For these facilities Wassell paid Messrs. Thomson, Pluck- 
nett & Co. two-fifths of his fees. Nevertheless his work 
was independent, the firm had no control over him, and he 
drew no share of the profits of the firm. 

The association had been established in 1932. In that 
year Wassell made for the first time what he described 
as a “limited audit” of the books of Brown and Knight 
Limited, wholesale provision merchants, the plaintiffs in 
the action. On taking out a trial balance of the company’s 
books he found a difference in the neighbourhood of £5,000 
which he was unable to check. He said nothing about it 
to his clients because he had signed the previous balance 
sheet on behalf of the actual auditor and in his evidence 
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stated that he thought there had been an elementary error 
in the sales ledger or creditors’ balance. The same differ- 
ence was present in 1933; and in 1934 it was slightly in- 
creased. In 1935 the first fraud came to light, and in that 
year and in 1936 misappropriations totalling about £4,600 
took place. Alterations were made in the books after the 
check had been made by Wassell’s assistant and before the 
preparation and signing of the balance sheet. Wassell, who 
conducted his own defence, admitted to the official referee 
of the supreme court who heard the case that the original 
discrepancies should have made it increasingly necessary 
for him to have checked the figures before he signed the 
balance sheets, and admitted also that he had been very 
foolish not to have discussed with the proprietors the 
deficiency of which he was aware. 

In giving judgment the official referee found that there 
was no evidence to show that the loss which took place in 
1934 could have been recovered had the true state of things 
been then revealed. If it had been revealed at that time, 
however, His Honour gave as his opinion that the sub- 
sequent losses would not have taken place; accordingly he 
found that Wassell had been negligent and that £4,600 was 
the total of the damages. 

The official referee then considered the position of the 
firm of Messrs. Thomson, Plucknett & Co. and found them 
partners jointly and severally liable with Wassell. The 
evidence revealed that Wassell had written to Messrs. Brown 
and Knight in December 1932 under the heading of Thom- 
son, Plucknett & Co., asking them to note that he had 
“just amalgamated with the above firm.” While the bal- 
ance sheets were signed not in the name of the partnership 
but in Wassell’s own name, the name of the firm appeared 
in some cases on the page where his signature occurred. 
Cheques were almost invariably made out by the plaintiffs 
to Wassell personally. When the Brown & Knight partner- 
ship was incorporated in 1933 the first meeting of the 
company appointed Messrs. Thomson, Plucknett & Co. the 
auditors of the company. The official referee concluded 
that the plaintiffs were induced to believe that they were 
dealing with Mr. Wassell as a member of the firm, and 
the partners in that firm must be held liable for his de- 
fault. 











THE CANADIAN CHARTERED ACCOUNTANT 


THE ARITHMETIC OF THE GRAIN TRADING 
ACCOUNT 


By William Macintosh, Chartered Accountant 
Vancouver, British Columbia 


N the course of the discussion and conversations which 

followed the reading of Mr. W. Aitken’s excellent paper 
entitled “The Financial Statements of Grain Exporters 
and Shippers” at the annual meeting of The Dominion 
Association of Chartered Accountants held at Vancouver in 
August 1937, one could not fail to be impressed by the 
lack of understanding among the general membership of 
our profession of the principles of grain accounting. In 
spite of the illuminating articles published in recent years 
by THE CANADIAN CHARTERED ACCOUNTANT, only the initiated 
few, who have gained their knowledge in the hard school of 
practical experience, appear to have penetrated the veil of 
mystery which surrounds this subject. 

The explanation of this is twofold. Firstly, the number 
of members of the profession who are in actual contact 
with grain accounts is comparatively few. Secondly, most 
of the literature relative to this highly specialized branch 
of commerce has been of necessity largely descriptive of 
the agencies and facilities created for the handling and 
transportation of grain and the regulation of the mechanism 
of trading. On reading this literature for the first time, 
the average accountant is confronted with an overwhelm- 
ing mass of unfamiliar data, the perusal of which leaves 
him in a state of mind unfavourable to the visualization 
of the accounting problems peculiar to grain trading. 

The anomaly of such meagre knowledge among the pro- 
fession of the accounts of dealers in Canada’s foremost 
export commodity constitutes a challenge to our member- 
ship which can best be met by a new approach to the subject 
through the analysis of a typical trading account. The 
accounts of a grain exporter are most readily adaptable 
to such analysis since they afford transactions which may 
be exactly hedged’ without difficulty and the identity of 
the various elements of these transactions such as pur- 





1See the issues for September, November and December 1934, Jan- 
uary and April 1935 and November 1937. 
2Except, of course, the fractions of 1000 bushels. 
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chases, sales and stocks on hand may be conveniently pre- 
served for the purpose of collation with their opposite ele- 
ments in the trading account. These requirements, which 
are so essential to detailed analytical treatment, could 
scarcely ever be found in the accounts of line elevator com- 
panies, where hedging of stocks is usually an approxima- 
tion and the identity of grain received is almost immediately 
lost. The transactions of an exporter operating in Van- 
couver, British Columbia, will therefore serve to illustrate 
the fundamental principles of the trading account. 
Incidentally it is hoped that the proposed analysis will 
be of some value in the solution of problems relating to 
the general treatment of forward commitments and un- 
filled contracts regardless of the commodity involved. 


Futures Contracts and Cash Contracts 

As a preliminary to the understanding of grain trading 
it is essential to keep in mind the distinction between 
futures contracts and cash contracts. In the case of the 
former, contracts are made for purchase or sale of grain 
in lots of 1000 bushels to be delivered within some specified 
month in the future. In the illustrations given in this 
paper, such contracts will be effected by a broker operating 
through the Winnipeg Grain & Produce Clearing Associa- 
tion Limited. Although these contracts may be completed 
by delivery of certain grades of grain they are as a rule 
closed out by reverse transactions before the expiry of the 
month named. Daily cash settlements are made between 
the broker and the clearing house to cover only the daily 
fluctuations in the market value of the grain referred to 
in the contracts. Once the initial purchase or sale is record- 
ed, the privity of contract between the original parties 
ceases and thereupon the clearing house assumes the rela- 
tionship of buyer to every seller and of seller to every 
buyer. In cash contracts, on the other hand, commitments 
are made by two specific parties to buy or sell grain of a 
definite grade, in a specified position within a specified 
time and settlements are made in cash upon delivery of 
documents which convey title to the grain. Cash contracts 
may also provide for exchange of equivalent quantities of 
grain futures. It is worthy of note that the time prescribed 
for delivery in the case of cash contracts may be farther 
distant than in the case of futures contracts. 
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The prices of cash grain for export at Vancouver are 
always expressed as so many cents over or under the quo- 
tations for Winnipeg futures. Such spreads are referred 
to as premiums regardless of whether they are over or 
under the relative futures quotations. Thus No. 3 Northern 
wheat may be quoted at 114 cents over or 1 cent under 
Winnipeg May wheat and these quotations are written in 
abbreviated form as “May + 114” and “May — 1” respec- 
tively. 

A characteristic cash purchase contract may be seen 
by reference to No. P. 2 in the set of transactions under 
“Contracts.” The trader agrees to purchase 28,000 bushels 
of 4 Northern wheat (abbreviated 4°) at 5 cents under 
Winnipeg May wheat and to give’ to the seller or his 
nominee the same quantity of Winnipeg May wheat be- 
fore shipment in order to fix the price. 

It should be noted that this contract is self-hedging. The 
commitment for the sale of futures provides as effective 
a hedge as if the latter were sold immediately, since the 
price to be paid for the purchase is pegged at 5 cents below 
the price at which the sale of futures will be made. The 
trader, of course, intends to sell his cash wheat and simul- 
taneously buy back the futures. His use of the futures 
market is based on the assumption, almost invariably jus- 
tified, that the prices for cash wheat and futures will fluc- 
tuate in the same direction and that he will thereby protect 
himself against loss due to the general trend of market 
prices. It is obvious that, if the spread between 4° and 
Winnipeg May wheat remains at 5 cents, no profit or loss 
will be made on the transaction. The trader’s primary 
interest is thus not in the price of 4° but in any variation 
in the spread between 4° and Winnipeg May wheat. Na- 
turally he will try to sell his cash wheat at a better spread 
(such as May — 414) than that in effect at the time of 
purchase. It is evident that the risk occasioned by varia- 
tion in the spread between the prices of cash wheat and 
wheat futures cannot be eliminated by hedging but must 
be borne by the trader himself. This risk, however, is small 
in comparison with the hazard of dealing without the safe- 
guard of hedging, in a commodity whose price is subject 
to continuous fluctuation. 





3i.e. to sell. 
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The procedure in regard to contracts for sale of cash 
grain is somewhat similar. When the sale is made to a 
local dealer the contract usually entails an obligation to 
purchase grain on the futures market, but when the grain 
is sold to a foreign importer the futures are customarily 
purchased immediately. 


Dual Aspect of Accounts 


In most of the published articles on grain accounting, 
attention has been drawn to the dual aspect of the accounts 
which must be handled so as to show both quantities and 
values. It has not been pointed out, however, that in the 
accounting for quantities every transaction, be it a contract 
or a delivery, has a dual aspect which may best be ex- 
pressed in a form of double-entry bookkeeping peculiar to 
the accounting for transactions in grain and other com- 
modities which are subject to similar trading methods. 

This form of bookkeeping will be readily understood by 
professional accountants as it involves merely the substi- 
tution of the terms “long” and “short” respectively for the 
familiar “debit” and “credit” of an ordinary journal entry. 
On the trader’s daily statement of position of grain, which 
is the finished product of the accounting for quantities, long 
items (assets) represent stocks on hand and supplies avail- 
able under unfilled purchase contracts while short items 
(liabilities) represent obligations to sell or deliver quanti- 
ties of the commodity. If the quantities of each transac- 
tion are recorded in the form of a journal entry, the long 
side will be used to represent stocks of grain received, 
purchase contracts or commitments (cash and futures) and 
reductions in short items, and the short side will serve to 
represent stocks delivered, sale contracts or commitments 
and reductions in long items. A few examples will suffice 
to illustrate this method. 

In the case of contract No. P. 2 already mentioned, an 
entry of 28,000 bushels is made on the long side under 
Open Purchases and on the short side under Deferred Fu- 
tures (the obligation to sell Winnipeg May wheat). When 
the futures obligation is fulfilled, the same amount is en- 
tered under Deferred Futures on the long side and under 
Winnipeg May wheat on the short side. When the wheat 
is received, long and short entries will be made respectively 
to Stocks on Hand and Open Purchases; or, if the delivery 
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is at the same time made against an open sale contract, 
the long item will be shown as a reduction of Open Sales 
and the short item as a reduction of Open Purchases. 

Where the trades are completely hedged, the numerical 
correspondence of the long and short aspects of every trans- 
action is self-evident. Even in cases where the dealer has 
taken a position in the market, the feature of double-entry 
may be preserved by introducing an account called Dealer’s 
Position or Company Position, in which the net position is 
carried as a balancing figure. 

In actual practice the trader, in compiling his daily 
statement of position of grain, does not go through the 
formal procedure of recording the quantities of his transac- 
tions in the manner of journal entries as described above. 
Where transactions are few the practice of making altera- 
tions in pencil on the statement of the previous day is 
frequently adopted. Where transactions are more numer- 
ous, the items are usually assembled on a rough working 
sheet. The fact remains, however, that the form of jour- 
nalizing which is used in the example is the true theoretical 
representation of the method of accounting for quantities 
and is essential to a complete analytical discussion of the 
subject. 

A set of transactions of a grain exporter is now given 
by way of example and the corresponding entries therefor 
on the books and records, together with the valuation of 
stocks on hand and open contracts at the close of the period 
are shown. The commodity dealt with in each case is wheat 
and the prices used approximate those in effect in December, 


1937. 
CONTRACTS 


Bought Price set by sale or 
or sold Bushels Grade Price Basis purchase of futures 
Bo’t 37,333.20 3° May+2 F.O.B. Vessel, Vancouver, Dec. $1.18 
1-15, buyer to give seller 37,000 
Winnipeg May before loading. 
Bo’t 28,000.00 4° May—5 F.O.B. Vessel, Vancouver, Dec. 16- 1.11% 
31 or Jan. 1-15; buyer to give 
seller 28,000 Winnipeg May before 
loading. 
37,333.20 $1.19 F.O.B. Vessel, Vancouver, Dec. 1- 
15; (37,000 Winnipeg May bought 
@ $1.16%). 
50,000.00 $1.17% In Store, Vancouver (50,000 Win- 
nipeg May sold at $1.1644). 
37,333.20 May+2% F.O.B. Vessel, Vancouver, Jan. 1- 
15; buyer to give seller 37,000 
Winnipeg May before loading. 
28,000.00 $1.11% F.O.B. Vessel, Vancouver, Dec. 16- 
31 or Jan. 1-15; (28,000 Winnipeg 
May bought @ $1.17). 
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S.3 Sold 650,000.00 8° $1.20% F.O.B. Vessel, Vancouver, Dec. 16- 
31; (50,000 Winnipeg May bought 
@ 1.17%). 

S.4 Sold 387,333.20 3° 47/6 per C.1.F. London to load at Vancouver 

quarter Jan. 1-15; (Ocean Freight booked 
at 39/— per ton and £9135 sold at 
$4.9814 for delivery first half Jan. 
by draft at 60 days; 37,000 Win- 
nipeg May bought at $1.17%). 

P.5 Bo’t 56,000.00#5 May—1244 F.O.B. Vessel, Vancouver, Jan. 1- 
15; buyer to give seller 56,000 
Winnipeg May before loading. 

P.6 Bo’t 28,000.00#5 May—12%, F.O.B. Vessel, Vancouver, Jan. 1- 
15; buyer to give seller 28,000 Win- 
nipeg May before loading. 

P.7 Bo’t 112,000.00 4° May—7%4 F.O.B. Vessel, Vancouver, Dec. 16- 
81; buyer to give seller 112,000 
Winnipeg May before loading. 

P.8 Bo’t 84,000.00 3° May+% F.O.B. Vessel, Vancouver, Dec. 16- 
31; buyer to give seller 84,000 Win- 
nipeg May before loading. 

P.9 Bo’t 56,000.00 4° May—7% F.O.B. Vessel, Vancouver, Jan. 1- 
15; buyer to give seller 56,000 Win- 
nipeg May before loading. 

S.6 Sold 84,000.00 3° May+%4 F.O.B. Vessel, Vancouver, Dec. 16- 
81 or Jan. 1-15; buyer to give 
seller 84,000 Winnipeg May before 
loading. 


DELIVERIES ON ABOVE CONTRACTS 


-ontract Invoice 
Bushels Grade Price Remarks 


37,333.20 

37,333.20 ‘ 

50,000.00 Fobbing charges also paid 

50,000.00 Assume no storage charges 

14,000.00 

14,000.00 ‘ 

112,000.00 ‘ Unsold when loaded on vessel. Assume 
sold Jan. 6th at price at least as good as 
closing spread. Value inventory on F.O.B. 
basis. Marine insurance omitted as ir- 
relevant to this problem 

P.8 P.105 84,000.00 $1.165¢ Show in Inventory at Dec. 31; not ap- 

plied on sale contract No. 5 until Jan. 4, 
1938 


FUTURES TRANSACTIONS RE ABOVE CONTRACTS 


Bought Bushels 
or Sold Winnipeg May Price Remarks 
Sold 37,000 $1.16 setting price thereof 
Sold 28,000 $1.1614 setting price thereof 
Bo’t 37,000 $1.16 
Sold 50,000 $1.16 
Bo’t 28,000 $1.17 
Bo’t 50,000 $1.17 
Sold 37,000 $1.17 
Bo’t 37,000 $1.17% 
Sold 84,000 $1.16% 
Sold 112,000 $1.164%4 
Bo’t 84,000 $1.18 
Sold 56,000 $1.18%4 


Salata 


setting price thereof at $1.20. 


setting price thereof at $1.16%. 
setting price thereof at $1.09. 
setting price thereof at $1.18%4. 
setting price thereof at $1.11. 


- 


Nima els 


PO cary hy a ry ta 
oo - 


The assembling of the quantities of the above contracts, 
futures trades and deliveries for record on the daily position 
sheets may be illustrated by setting them up in the form 
of journal entries as follows: 
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Date 
1937 


Dec. 2 


10 
11 
11 
11 
13 


13 
16 
17 
17 
20 
22 
22 
23 
23 
24 
27 
28 
28 
31 
31 
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f Bushels 
Particulars Long Short 

Open purchases—8° (P.1) ....ccccccccccececes ccsesecese § St,eenne 

eT SE ncncavctsceuscecececscene 37,000.00 

Dealer’s position (balancing figure) ............. 333.20 
Open purchases—4° ED Ghiduas eden dcenvadree -+- 28,000.00 

Winnipeg May deferred . 28,000.00 
Winnipeg May deferred (re P.1) ......+-sseeeeees seeeee 87,000.00 

DE SY, no 5p no0'0hk 0 Sn:sn 60'se0ss0¥ ees 0eseee 37,000.00 
Winnipeg May deferred (re P.2) ........cccceccceccecees 28,000.00 

SO GEE Sn bewccccrecedeetevnnsersecceceees 28,000.00 
Nadas ashen nb heeid ce asin ed dew soe awk bis enb-s 37,000.00 
a ec en see deba nines saat ebeesaeaeaes 333.20 

ND =” CUED occnn.00e0800s0dsbeestaaseee 37,333.20 
ee I ee CD ic ancareccccecivecsaeyssecaves 50,000.00 

oie asa iwdsas esos ea suserndawxens 50,000.00 
Open purchases —3° (P.4) .........-2s005- 37,333.20 

Winnipeg May deferred . ise 37,000.00 

DEE Seis sd cehue cess scans 333.20 
pam males: — 6° AGeliveky Of Bl) ccccicccccccceveseces 37,333.20 

Open purchases —3° (delivery on P.1) ........... 37,333.20 
Re EL Eee OSES Sa wigan Sobel skins sap eed Wades 28,000.00 

PE SON” CED cine ckecessveeseeessseasensen 28,000.00 
Sst ccc ibe siednvd sees sabe we slca sss en 50,000.00 

PN EOD <2B” BOOS secinncdwccwnvsesdsccveccuc 50,000.00 
Winnipeg May deferred (re P.4) ........ceceeceecscvees 37,000.00 

Ne cr ceed shebesaaekinenesatassdvcse’ 37,000.00 
i! Cha ew icgurs ddad eka besassspaeens baie 37,000.00 
II Sika iS pu cku ce cshnkeGasneueateesendeeseue 333.20 

SE SD SE PED cc civcvaceccncvuscavecosenes 37,333.20 
I I EN ik ccc cetivicennesccccvesecaucces 50,000.00 

Open purchases —3° (delivery on P.3) ............ 50,000.00 
CO ES BOR BEE) o ccciewccccccccicvcccccucese 56,000.00 

DO EN ENE oie heen owidsincerdddeccsecews 56,000.00 
Byam epeen WS. B CPB) ssc ccvsccsccccvsesccesvcess 28,000.00 

SS I I, oo books civecvcsccdiccccsace 28,000.00 
Open sales —3° (delivery on S.3) .......seeceeceeceeees 50,000.00 

Inventory (in store)—3° ...... - 50,000.00 
Open sales—4° (part delivery on S.2) ........-..++ 14,000.00 

Open purchases—4° (part delivery on P.2) ........ 14,000.00 
Opem purcensss—6° (1.7) 2 ccccccccccccssccccccecveccess 112,000.00 

rE cis Gas ens p0ss sees eseeee 112,000.00 
De I? TB) occ cc ccc cceccssccsscsccscesione 84,000.00 

Winnipeg May deferred .........ccccccccsccccccce 84,000.00 
Winnipeg May deferred (re P.8) ......-.-.eeeeeeeceees 84,000.00 

EE Soci waa owese saw ee ees eebeaa ae 84,000.00 
Winnipeg May deferred (re P.7) ........ceeeceeeeeeees 112,000.00 

ET sien nce ceccdcocedsevecsesesacusees 112,000.00 
Ce ee” FD gcse cccccccccccndcvscosesesnse 56,000.00 

a ST Tere eer rrr re 56,000.00 
Wiens Tey GORETEE oo cc ccccccccccscccccvcccccsssece 84,000.00 

i Pe” MD. onc essscveseedenetesdeceacees 84,000.00 
I ones ockk chsh ds snesde ons. 000sos0suas snes 84,000.00 

Winnipeg May deferred (re S.5) ......eeeeeeeeeee 84,000.00 
Winnipeg May deferred (re P.9) .......ceeceeeeeceecee 56,000.00 

cw h abs basse ee bee sat bedseeeens 56,000.00 
Sy NN ions dsise ans ca dbase essen ese uses 84,000.00 

Open purchases—3° (delivery on P.8) ..........+-- 84,000.00 
Inventory (afloat)—4° ........ccceeeeeeeeececees -.. 112,000.00 

Open purchases—4° (delivery on P.7) .........-+ | 112,000.00 


By assembling the foregoing items in their relative 
accounts we obtain the balances shown in Exhibit A. 


The book entries relating to completed transactions are 
given in Exhibits B, C, and D-1. The forms are not recom- 
mended for general use but merely serve to illustrate the 


principles involved. 
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In Exhibit D-1 the result of completed trades only has 
been shown. It is presumed that futures transactions are 
handled through a broker in Winnipeg and that sufficient 
cash margin has been deposited with the latter to safeguard 
him against loss. When a purchase has been offset by a 
sale or vice-versa, the Winnipeg broker sends the Vancouver 
dealer a statement of the purchase and sale, commonly 
known as a “P. and S.,” which shows the commodity, month 
of delivery, quantity, prices, values, brokerage charged and 
net balance at debit or credit. In the meantime, however, 
the Winnipeg broker has been making daily cash settle- 
ments for fluctuations of value in respect of uncompleted 
trades and therefore charges or credits have been accruing 
for the account of the Vancouver dealer. Had the latter 
been executing his own trades on the Winnipeg Exchange 
he himself would have made these daily settlements, which 
he would have recorded in the manner shown in Exhibit 
D-2. This Exhibit is included here as a memorandum since 
it is typical of the records kept by the Winnipeg dealers 
whose trades constitute the bulk of the business in futures 
transacted in Canada. 

It must be remembered, however, that the books of the 
Vancouver dealer contain only the entries shown in Exhibit 
D-1 and that in closing his books he must give effect to the 
result of valuation of open trades as per Exhibit H. By 
combining the balances shown in these two exhibits and 
eliminating brokerage charges the amount given in Exhibit 
D-2, is obtained. 

The following are the market quotations for wheat ef- 
fective at the close of business on 31st December 1937: 


Winnipeg May .......... $1.187% 
DP gist yens ees eaeivee es May 
Oo vekanes ein edereKabwue May—7 
Pe - ete icd canes se eeeecks May—121% 


In Exhibits E, F, G and H are shown the valuations of 
inventories and open contracts at the close of the period and 
the entries made in the trading account as a result thereof. 
It will be seen that the method used is to calculate the 
values of stocks on hand at the closing market prices and 
in the case of open contracts to compute, for the purpose 
of adjusting the trading account, gains or losses arising 
from differences between the prices stated in the contracts 
and the relative market closing prices. 
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The justification for this method of valuation is derived 
from the very nature of the hedging process and will readily 
be admitted when the open items are examined one by one. 
The open futures contracts (Exhibit H) have resulted in 
a trading loss of $3,290.00, which has been paid out in 
cash through the clearing house in Winnipeg and has be- 
come a charge against the dealer’s trading account. As 
the futures trades are hedges of wheat on hand or of wheat 
receivable under cash purchase contracts, it is apparent 
that this sum is not a loss to the trader but is an offset 
against a corresponding gain in the value of cash wheat 
purchased, which gain has not yet been reflected in the 
books. The required offset is effected in the case of an 
open cash purchase contract (such as No. P.9) by crediting 
the trading account with the difference between the value 
at contract price and the value at closing market price. 
In the case of wheat on hand (e.g. 112,000 bushels of 4° 
as per Exhibit E) the offset is made by valuing the wheat 
at the closing market price, since this gives the trading 
account a net credit equal to the difference between the 
purchase price and the closing market price. Similarly pro- 
fits on futures contracts will be offset in the trading account 
by declines in value in respect of open cash purchase con- 
tracts and stocks on hand. 

It is obvious that the offset will be complete and no gain 
or loss will arise if no variation has occurred in the spread 
between the price of the cash purchase contract and the 
price of the related futures trade. Under the method we 
have described, a variation in the spread will of course cause 
the trading account to reflect a corresponding gain or loss. 
For instance, in the inventory (Exhibit E) we have valued 
112,000 bushels of 4° which cost $1.09 per bushel (Exhibit 
B) at $1.11% thus showing a gain of 2% cents per bushel. 
The loss on the relative futures trade (Exhibit H) is 25% 
cents per bushel leaving a net gain of 14 cent per bushel. 
This gain is due entirely to the variation in the spread be- 
tween 4° and Winnipeg May wheat which changed from 
-714 cents at time of purchase (No. P.7) to -7 cents at the 
close of the period. 

Under the standard method of valuation it will be found 
that anticipated profits due to variation in spreads between 
the prices of cash grain and futures are taken into the 
trading account as it is obviously impracticable in the case 
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of a line elevator company to keep records of the spreads 
relating to the multitudinous purchases which it makes in 
the course of a year. An exporter, however, whose trans- 
actions are relatively few (although for larger quantities 
per transaction) is in a position to keep such records of 
spreads and frequently does not take into account any gain 
in the spread of unsold grain at the close of his fiscal period. 
The standard method is used in the accompanying example, 
as the methods of line elevator companies, owing to the 
great volume of business which they handle, must be con- 
sidered the typical procedure for accounting in the Can- 
adian grain trade. 

All the items included in the inventory or in open cash 
purchase contracts are not, however, hedged by futures 
sales. Some of them may be offset by unfilled sale contracts 
for cash wheat. Since the risk of default on the latter con- 
tracts is slight, owing to the fact that the parties thereto 
are invariably members of some reputable grain or com- 
modity exchange, it is considered sound practice to reflect 
in the trading account for the period in which the sale con- 
tracts are executed, the same result as would have been 
obtained if the deliveries stipulated in the contracts had 
been completed. The procedure used to obtain this result 
is shown in Exhibit G. The net effect is either, (a) where 
the wheat sold is in the inventory (e.g. contract No. S.5), 
to change the valuation of the wheat from the market price 
of $1.18%% to the selling price of $1.1814,; or (b) where the 
wheat sold is to be received under a cash purchase contract, 
to record through the trading account the difference be- 
tween the values of the purchase and sale contracts, as in 
contracts P.2 and S.2 where the net credit to the trading 
account in Exhibits F and G is $70.00, which is equal to 
14,000 bushels at 14 cent—the difference between the sale 
price of $1.1134 and the purchase price of $1.1114. It must 
be remembered that this gain of $70.00 is not the final 
result of the trading operations relating to this quantity of 
wheat. In order to complete the record of trading the 
futures transactions also must be taken into account. 

A summary of the result of trading for the period as 
shown by the various books and statements is given in 
Exhibit I. Proof of the result shown thereon is afforded 
by the analysis outlined in Exhibit J. The latter establishes 
clearly that the unit in the trading account is not the in- 
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dividual delivery as represented by an invoice, but the in- 
dividual contract. It also demonstrates that the final result 
is merely an aggregation of differences between the spreads 
on related purchase and sale contracts or between spreads 
on purchase contracts and closing market spreads where 
the grain is unsold. 

The difficulties in the way of applying this method of 
analysis to the accounts of a line elevator company are in- 
surmountable since, apart from the fact that such a com- 
pany may purchase grain of a certain grade and sell it as 
a higher grade, it would be an extremely laborious process 
to collate the multiplicity of purchases by wagon load lots, 
for example, with sale contracts for much larger quantities 
or even with the futures sales which hedge these purchases. 
It was necessary, therefore, to use the transactions of the 
export trade to illustrate the fundamental principles com- 
mon to all branches of grain trading. Appreciation of 
grades either by way of mixing or otherwise, which is an 
important element in the trading profits of country and 
private terminal elevators, has not been considered here as 
it does not occur in the business of an exporter. It would 
merely render the analysis more involved and would in no 
way alter the basic principles already described. 

Valuation of Grain Inventories 

Before drawing to a close it seems advisable to define, 
in the light of the data furnished by this analysis, the basis 
of valuation of grain inventories. While many vague ideas 
are current in regard to this matter, the conception of the 
average member of the profession of accountancy appears 
to be that, in some inexplicable manner, possibly in defer- 
ence to the established practice of a very important branch 
of Canadian commerce, the orthodox yardstick of the lower 
of cost or market has been discarded in the case of grain 
stocks in favour of the simpler rule of market valuation. 
To a superficial glance the method used in Exhibit E ap- 
pears to support this viewpoint. Its falsity, however, may 
be demonstrated by reference to Exhibit K. 

In this exhibit an analysis is given of the closing entries 
(after the result of futures trades has been recorded) in 
respect of the valuation of inventories and of open cash 
purchase and sale contracts. The method of the analysis 
is to collate, somewhat in the manner shown in Exhibit J, 
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the long and short sides of each item which enters into the 
closing adjustments. The proof of its accuracy is afforded 
by the agreement of the total with the aggregate of the 
adjustments made in the trading account from Exhibits E, 
F and G. 

On reference to the items in the inventory as shown in 
Exhibit K it may be seen that the first item (84,000 bushels 
of 3°) which has been sold under contract No. 8.5 is valued 
at $1.1814 which is the price stipulated in the sale contract, 
while the second item (112,000 bushels of 4°) which is 
unsold is valued at market price. In each case, however, it 
should be noted that the effective price is the sum of the 
cost (including the loss on the relative futures) and the 
gain resulting from the difference between the spread at 
the time of purchase on the one hand and the spread either 
at the time of sale or at the close of the period on the other 
hand. Spread, of course, is used in this instance to signify 
the difference between the price of ‘any grade of cash grain 
and the price of grain futures where the former is hedged 
by the latter. If no variation in spread had resulted in the 
case of the two items just mentioned, the prices used in 
the inventory would have been identical with cost. 

Obviously, then, it is inaccurate to state that grain in- 
ventories are always valued at market prices, since all 
stocks which have been sold under cash grain contracts are 
valued at selling prices. Instead, the general rule may be 
laid down that, where the grain is completely hedged, in- 
ventories are priced at cost plus or minus any variation 
which has taken place in the spread between the cash grain 
and the futures from the time of purchase to the time of 
sale, or, in the case of unsold grain, from the time of pur- 
chase to the close of the period. This definition is broad 
enough to cover cases where mixing or other appreciation 
of grades has taken place, since the variation in spread will 
include any gain resulting from the purchase of grain at 
a grade lower than that at which the grain is sold or valued 
at the close of the period. As already stated, dealers who 
are able to maintain complete records of spreads on their 
purchases deviate from the above rule in that they do not 
always anticipate in their inventory valuations profits due 
to variation in spreads, but frequently use the spread at 
time of purchase‘ for such valuations. It is evident that 


4i.e. the same difference between cash and futures prices at the 
close as prevailed at time of purchase. 
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the possession of complete records relating to purchase 
spreads enables a dealer to apply, if he so desires, the con- 
servative rule of the lower of cost or market in valuing his 
stocks. 

It must be emphasized that the foregoing remarks in 
regard to valuation of grain inventories apply only to cases 
where the stocks are hedged. No attempt has been made 
to suggest a basis for valuation of grain stocks which are 
not hedged. 

The plan of this article was inspired by the conviction 
that a comprehensive analysis of the accounting forms and 
methods, which reflect the basic principles of grain trading, 
would be more informative to the average member of the 
profession than a hurried sketch of the manifold accounts 
relating to all branches of the grain trade. If the presenta- 
tion of this plan adds in some measure to the understanding 
of the first principles of grain accounting, the writer will 
feel that his practical experience in that field has been of 
some avail. 

EXHIBIT A 


Statement of Wheat Position 
As At 31st December 1937 


Bushels 
Long Short 
Inventory (afloat): 
Be Sasa cane eeewawecss 84,000.00 
Bare as aki ai eee 112,000.00 196,000.00 
Open purchases: 
ME, os o's Sachse & 37,333.20 
4°: 
aD nah cig caw welanR ees 14,000.00 
PD the ba esau 56,000.00 70,000.00 
#5: 
ep inws Ce aa aie eae 56,000.00 
er rr ree 28,000.00 84,000.00 191,333.20 
Open sales: 
a 
PE EG oN oe etal oar ais 37,333.20 
Biba baseeeuesedecoo 84,000.00 121,333.20 
Bee picasa meee hoses 14,000.00 135,333.20 
Winnipeg May: 
SRE ire sc iateciwtina ies 112,000.00 
SEG ES 6 8555s Ss Siena 56,000.00 168,000.00 
Winnipeg May deferred: 
Dec. 16—(re P.5) ..... 56,000.00 
Dec. 17—(re P.6) ..... 28,000.00 84,000.00 


387,333.20 387,333.20 
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It will be observed that the dealer has no position in the 
market, the available supplies being exactly equal to the 
selling commitments. 

Subdivisions of stocks and open contracts as to geo- 
graphical position, basis and time of delivery, etc., are gener- 
ally made. These details have been omitted here as they are 
not essential to a description of the fundamental principles. 

Statements of position of ocean freight bookings and 
foreign exchange contracts are also usually shown. It is 
assumed that the trader’s transactions in respect of these 
are limited to the items described under contract No. S. 4 
and his position in each case is thus flat. 


























EXHIBIT B 
Purchase Journal 
Invoice Contract Bushels Trading 
Date No. No. go 4° Price Account Debit 
1987 
Dec. 10 P.101 P.1 37,333.20 $1.18 $ 44,053.33 
13 P.102 P.3 50,000.00 1.17% 58,937.50 
20 P.103 P.2 14,000.00 1.11% 15,575.00 
31 P.104 rat 112,000.00 1.09 122,080.00 
31 P.105 P.8 84,000.00 1.1656 97,965.00 
aT Fobbing Charges 
P.3: 
CS rauin atc dva teeta cr cus wes ma caeres teehee 625.00 
I Oe MINION 55s circ w alu sin oe sicse des aoa ne cee 100.00 
Warehouse receipt cancellations ................-0+: 2.00 
UD WE 6 awk a ceceG ie a aw enustedaes een Siewnasneeaee 90.00 
171,333.20 126,000.00 $339,427.83 
EXHIBIT C 
Sales Journal 
Invoice Contract Bushels Trading 
Date No. No. 3° 4° Price Account Credit 
1937 
Dec. 10 S.101 8.1 37,333.20 $1.19 $44,426.67 
17 S.102 8.3 50,000.00 1.20144 60,250.00 
20 $.103 8.2 14,000.00 1.11% 15,645.00 
87,333.20 14,000.00 $120,321.67 
Inventory of stocks, ——S—S—== 
Bee. 81, 106T 2.2. 84,000.00 112,000.00 
Totals per purchase 
BOURNE 5 chccereceas 171,333.20 126,000.00 
EXHIBIT D-1 
Futures Trades Journal 
Cents per 
Bought Sold bushel Trading account Brokerage* 
Bushels Date Price Date Price Loss Gain Dr. Cr. Yee per bushel 
1937 1937 
37,000 Dec. 8 $1.1656 Dec. 6 $1.16 3% $ 138.75 $ 46.25 
28,000 11 1.17 7 1.164 % 210.00 35.00 
50,000 11 1.17% 9 1.164 % 375.00 62.50 
37,000 13 1.175, 11 ‘1.17% Wy $46.25 46.25 
84,000 28 1.18 23 1.16% 1% 1,260.00 105.00 
236,000 $1,983.75 $46.25 
46.25 
1,937.50 $295.00 
295.00 
$2,232.50 


*It is assumed that the Vancouver dealer is a member of the Winnipeg Grain 
Exchange. The brokerage charged to a non-member is 4c per bushel. 
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EXHIBIT D-2 
Futures Trades Journal (Memorandum Only) 
Thousand Bushels Price 
Balance from Current Day heey 9 a See, ' Previous 
Previous Day Balance Day’s Value 
Date (Short) Bought Sold (Short) Bought Sold Close Close Loss Gain 
1937 
Dec. 6 — _— 37 87 — $1.16 — $1.16 
7 37 - — _ ~ — $1.16 1.16% 138.75 
7 -- — 28 65 — 1.164 — 1.16% 35.00 
8 65 =~ — — = — 16% 1.163% 
8 _ 37 _ 28 $1.16% — a 1.1636 
9 28 = -- — _— -- 1.163% 1.1656 70.00 
9 — _ 50 18 -- 1.164 — 1.165, 62.50 
11 18 —_ _— _— — — 1.1654 1.17% 877.50 
11 -- 28 -- — 1.17 — — 1.17% $210.00 
11 - = 50 — — 117% — _- 1.17% 250.00 
11 _ —- 37 37 = 1.17% — 1.17% 
13 37 - — -- a — 1.17% 1.17% 46.25 
13 _ 37 _ 0 41.17% — — 1.17% 
23 — -- 84 — — 1.164 — 1.16% 210.00 
23 == _— 112 196 -= 1.164 — 1.16% 
28 196 -- — -- — os 1.1644 1.18% 3,920.00 
28 — 84 ae — 41.18 a — 1.18% 210.00 
28 — — 56 168 _ 1.18% — 1.18% 
31 168 —_ — 168 —- — 1.18% 1.18% 1,050.00 
6,153.75 926.25 
926.25 
$5,227.50 
Loss per Exhibit D-1 (excluding brokerage) .... 1,937.50 
Loss accrued on open trades, as per Exhibit H 
(excluding brokerage) .......cccccccccecsees 3,290.00 
As above .... $5,227.50 
EXHIBIT E =—_ 
Inventory of Wheat 
As at 3lst December, 1937 Trading 
Market Account 
Grade Bushels Position Close Credit 
3° 84,000.00 F.O.B. Vessel, Vancouver $1.18% $ 99,855.00 
4° 112,000.00 F.O.B. Vessel, Vancouver 1.11% 125,300.00 
$225,155.00 
EXHIBIT F —_ 
Open Purchase Contracts and Profit or Loss Accrued Thereon 
As at 3lst December, 1937 
Basis F.O.B. Price Cents per 
Vessel Market Bushel Trading Account 
Date No. Bushels Grade Vancouver Contract Close Loss Gain Dr. Cr. 
1937 
Dec. 4 P.2 14,000.00 4° Jan. 1-15 $1.11%4 $1.11% 5% $87.50 
10 P.4 37,333.20 3° Jan. 1-15 1.20 1.18% 1% $420.00 
16 P.5 56,000.00 #5 Jan. 1-15 May—12%. May—12%4 
17 P.6 28,000.00 #5 Jan. 1-15 May—12% May—12% % 70.00 
24 P.9 56,000.00 4° Jan. 1-15 1.11% 1.11% % 420.00 
191,333.20 $490.00 $507.50 
490.00 
$ 17.50 
EXHIBIT G 
Open Sale Contracts and Profit or Loss Accrued Thereon 
As at 31st December, 1937 
Price Cents per 
Market Bushel Trading Accoun 
Date No. Bushels Grade Basis Contract Close Loss Gain Dr. Cr. 
1937 
Dec. 11 S.2 14,000.00 4° F.O.B. $1.11% G$111% % $ 17.50 
13 S.4 37,333.20 3° C.LF. 
(F.O.B. 
basis) 1.207276 1.18% -018526 $691.64 
27 S.5 84,000.00 3° F.O.B. 1.18% 118% % 525.00 
135.333.20 542.50 691.64 
—_—_ 542.50 
$149.14 
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Reduction of C.I.F. London basis to F.0.B. Vancouver basis :— 
47/6 per quarter = £2.375 per quarter (480 lbs.) 


= £ .296875 per bushel ( 60 lbs.) 
Less Ocean Freight :— 
39/— per long ton 
(£1.95 per 2240 Ibs.) = -052232 per bushel ( 60 Ibs.) 


£ .244643 per bushel @ $4.984%4 = $1.219545 

















Less :— 
Marine Insurance, based on $1.219545 plus 2%; rate 
BE ncn ncaaciiuines cades s6aSS Wee 5 F4 ep eeaneln dba einigs -003732 
Superintendence, based on $1.219545; rate % of 1% 
Se ME. aiakrsecuruéwecsawnneeyeeneesrh ous bee eases ee -008537 -012269 
$1,207276 
EXHIBIT H 
Open Futures Trades and Profit or Loss Thereon 
As at 3lst December, 1937 
Price Loss 
Long or Market Cents per Trading Account Debit 
Date Bushels Month Short Transaction Close Bushel Loss Brokerage 
1937 
Dec. 23 112,000 May Short $1.16% $1.18% 256 $2,940.00 $140.00 
28 56,000 May Short 1.18% 1.18% 56 350.00 70.00 
168,000 3,290.00 210.00 
210.00 
$3,500.00 


Brokerage although not earned by the broker until the trades are closed, has 
been included as part of the cost of converting the futures sales into cash sales. 


EXHIBIT I 
Summary of Trading Account 
For Month of December 1937 





Particulars Exhibit Debit Credit 
PRED. cxeceweceviansces B $339,427.83 
DE “asupercaesane ‘ie eae? ae $120,321.67 
PUMEOS wvcccccccsccccocccveseccses D-1 2,232.50 
Sa ES CLAS od be Sed eKeV eee sddeHseowas E 225,155.00 
Open purchases—Profit ........cccccssescccccces F 17.50 
Open snles—Profit ...ccccccccccccscccces rrr G 149.14 
Open futures ....... peter aeMaNe ea ecvnsee Me H 3,500.00 
Brokerage on deferred futures: 
CECOO Hemele | 3G 6. ccvicscsvcccseccccecs 105.00 


$345,265.33 345,643.31 
346,265.33 


Trading profit for month ........ $ 377.98 


(Continued on next page.) 
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THE CANADIAN CHARTERED ACCOUNTANT 


THE FUTURE OF THE ACCOUNTANT* 
By Lord Stamp, London 


ar back over the last twenty years, I see in the 

position of the accountant in the community a tremen- 
dous leap forward. The Chairman referred to the occasion 
when I gave an address at Liverpool. I have learnt from 
that occasion, at any rate, that the best way to make firm 
friends for life is to go hot and strong for them at the 
beginning, even if you have your tongue in your cheek, and 
they will love you ever afterwards. I am not, however, 
going to speak now on those particular lines. 

The Accountant as Arbiter of Probity 

An accountant was a recorder of factual accuracy, a 
kind of superior bookkeeper, and that particular feature 
of his life has now passed to a very secondary position. 
He is now recognized as the chief arbiter of probity in our 
commercial and complicated financial relations. The con- 
servative conventions of the accountant gradually evolved 
internally by the better and better practice of his profession 
tended to become a cloak for mental inertia, and the slogan 
“You may err as much as you like provided you err on 
the side of safety” is no longer adequate. The accountant 
is being asked more and more to give his view as an umpire 
or honest broker between interested parties, and that calls 
for new definitions and scientific tests. 

The position of the accountant as the impartial exponent 
of probity has received several jerks forward into a more 
concrete responsibility within our recollection. The implica- 
tions of the Kylsant case, dealing with the necessity for a 
closer analysis of published facts, so that they represent 
not only the bare truth but a very complete statement of 
the whole truth; the questions of commitments on futures, 
as illustrated in the pepper speculations; and the recent 
development of property companies, with their extraordin- 
arily high spasmodic semi-capital profits in early years, have 
all contributed to this. 

But if we have seen such a change as I can discern in 
the last 25 years, one is tempted to ask “What lies ahead?” 
I would just like to refer to two very important develop- 

*An address delivered last October at a dinner of the London and 


District Society of the Incorporated Accountants and reproduced from 
Accountancy, November, 1938. 
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ments of which we are now only just on the threshold, in 
which the accountant is already having, and will have even 
more, an absolutely vital and critical part. 


Prognosis for Accountancy 

Many of us are particularly interested in and associated 
with the industrial developments of science. I am not re- 
ferring to vast new changes, like the introduction of some 
completely new motive power, the introduction of locomo- 
tives or the electric telegraph, or to a completely new set 
of things, but to those small, incremental changes of science 
in industry that are going on continuously. Their validity 
and their propriety are dependent on very exact accountancy 
cost measurements. I do not think it is too much to say 
in this respect that in industry today scientific progress 
can only show itself through the language and the verdict 
of the cost accountant; and accountancy, as a language of 
scientific evidence, is only in its infancy. You add some 
quite small improvement to a vast series of adjustments and 
gadgets, and its effect is lost unless there is the most care- 
ful job and machine analysis to isolate the net effect. 

John Stuart Mill’s method of agreement and difference, 
and the method of concomitant variations, are all there and 
are now becoming part of our daily life and experience, but 
so long as they are dealt with as they have been they miss 
these almost microscopic elements. The test of the success 
of such things is through a very highly developed account- 
ancy definition and analysis. We are called upon to play 
an important part in dealing with that particular aspect of 
scientific definition. 

But there is a much more important field that lies ahead 
of us. We are all aware of the great extension of State 
and other methods of control, amounting to a very con- 
siderable range of planning devices, and those are calling 
and will call upon the accountant to be an economic inter- 
preter. I am quite convinced that whatever we may think 
of the ultimate practicability of planning on a wide scale, 
the more widely planning or conscious interference proceeds 
across the nation’s activities—it is proceeding at tremen- 
dous speed now and under pressure of war fears and the 
like will become something more nearly resembling that 
of the totalitarian State than we like to think—the more 
extensively are the natural economic tests of success 
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damped down and hidden, the more extensively is the na- 
tural price system undermined, and the more we must 
depend upon artificial or accountancy approximations to 
determine policy, especially the policy of applying new 
capital resources at particular rival points and getting them 
at the most appropriate and profitable points. The more 
you disturb and control prices in one particular area, the 
more artificial and disturbed become the prices in the un- 
controlled area and the more difficult it is to determine 
that the thing that looks so successful is really successful 
in the total view. 

A planned world will only be kept in working order, it 
seems to me, by a phenomenal development of accountancy ; 
a half planned world will only be kept from chaos by almost 
a miracle of costing and impersonal accountancy. If the 
superior bookkeeper of one hundred years ago had been 
faced straight away, in one showing, with the vast ramifica- 
tions of your profession and the innumerable ways in which 
you assist, support, control, check and advise the commun- 
ity, he would have been appalled at that extension of his 
thought and his responsibility ; but I do not think the gulf 
between those two is any greater, if as great, as the gulf 
that is likely to exist between the kind of things you are 
educating your young men to do now and what account- 
ants may be called upon to do in one hundred years’ time. 

We have chaffed the accountancy profession for taking 
the line of least resistance and on being forced into new 
decisions only by events, but I do believe the accountancy 
world is alive today, as never before, to the importance 
of its position and to living up to the changing requirements 
of the world. It is so closely knit together in its professional 
associations, by meetings and journals, that it is in an un- 
rivalled position to do team work of the highest order and 
it can face whatever developments are before it with the 
greatest confidence. 

There is no way in which you can set examinations for 
young people which will give elasticity of mind and response 
of intellect throughout their lives to all the changing re- 
quirements of science—that is beyond the scope of the 
examination. But all those who have pupils and juniors 
at any rate owe it to them and to the future that their 
minds are kept elastic and widely open to the future pos- 
sibility of things beyond our present ken. Do not content 


346 














THE FUTURE OF THE ACCOUNTANT 


yourselves with securing that they do things as they always 
have been done. You must make them alive to the pos- 
sibility of coping with entirely new degrees and areas of 
responsibility. This will require, I will not say intelligence, 
but intellectual courage and a progressive outlook which 
until lately has been latent rather than active. 

I am not a prophet and I am only talking of the things 
that are already germinating under our very eyes, but I 
do say that if we are going successfully to find that middle 
place between the laissez faire of 30 or 40 years ago and the 
kind of totalitarian control we see abroad, it will need a 
much greater skill on our part than either of those two 
extremes; and to find that fine balance means that you 
gentlemen, with your arbitral consciences, have not only 
a glorious heritage but a gruelling prospect before you. 

These remarks have provided an excellent way of avoid- 
ing references to myself, and, for a man with a few shreds 
of modesty left, of getting conversation on to an impersonal 
plane, but I would like to say how greatly I thank you for 
your kind thought and for the good wishes you have towards 
me. The honour you have done me in the past is one I 
treasure very much and one I feel I would not like, by any 
conduct of mine or any mental deficiences, to let down. 


I read a thing which pleased me very much the other 
day. It is rather apropos at the present moment, and it 
is a phrase in “Huckleberry Finn.” He said, in his charac- 
teristic way, “What I want to know is, what is the use of 
doing right when it is easier to do wrong and the wages is 
jest the same?” It is because in our inner consciences we 
believe the wages are somehow different that we stick to 
principles and seek to work out not only moral but intel- 
lectual rightness. We believe somehow the wages cannot 
be the same. We cannot believe that societies built on the 
suppression of truth and the repression of men and their 
minds are built on what can be permanently the basis of 
an enduring society. And if it belongs to the Anglo-Saxon 
people to try to keep the ideals we have had in the past, 
I believe we, as accountants—and I class myself with you; 
you have allowed me to do so—(hear, hear)—I believe we, 
as accountants, are not mere figure merchants but we have 
our share in the custody of the soul of the nation. 


May, 1939. 
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PUBLIC FINANCE 
C. A. Curtis, Kingston, Ontario 


As the field of public finance is extensive, and as it is 

impossible to cover it in the space available, two or 
three aspects of the subject which appear to be of im- 
mediate interest will be considered here. One common 
question—indeed it is a feature of one of our large daily 
newspapers—is how far can taxation go? One answer, and 
a correct one, is that taxation can go to the point where 
the state can take our entire income and with it see that 
we are clothed and fed. This would mean practically some 
form of Socialism. 

Ratio of Taxes to National Income 


But clearly this is not the answer usually anticipated. 
The real point is this: How far can taxation go without 
destroying the basic economic incentives on which our econ- 
omic system depends? The answer to this is more difficult 
and, indeed, may well be a somewhat shifting one, for the 
incentives necessary in one generation may be different 
from those in another. Yet this is essentially the point 
of the query. 

At the present time the federal, provincial and muni- 
cipal governments appropriate in taxation approximately 
twenty per cent. or more of the national income as it is 
now estimated. Possibly if there were more adequate 
means for measuring a wider concept of the national in- 
come it would appear larger and thus reduce the propor- 
tion which governments take. However, any calculation 
of this character is but an approximation. Owing to fluc- 
tuations in the amount of taxes raised and in the national 
income itself, the proportion appropriated by governments 
may vary from year to year but, over a period of time, 
the trend has been upward. That is, there is a steady 
though slight increase in the proportion of the national 
income taken by governments. The proportion is not as 
great as many people appear to think because while in 
absolute quantities governmental revenues have increased 
greatly in the last fifty years, the national incomes of most 
countries have also increased greatly. Thus it is quite 
possible for a greater volume or amount of government 
taxing to be compatible with a constant or nearly con- 
stant proportion of the national income. 
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As public revenues increase only because public expendi- 
tures have increased, we need to examine public expendi- 
tures to ascertain what has been taking place. Some people 
may have the idea that the increase of public expenditures 
has occurred only in recent years and only in their own 
country. But an analysis of the facts shows that in prac- 
tically all countries, irrespective of their forms of govern- 
ment, there has been an increase in the amount of public 
expenditures and that this has been going on, sometimes 
faster, sometimes slower, almost since the Middle Ages. 
As suggested, the rate of increase has varied but the trend 
appears ever upward. This being the case, what are the 
factors contributing to the increased expenditures? 

Causes for Increased Expenditures 

One can assign two or three main causes for the situa- 
tion aside from general changes in public attitudes. The 
first one is wars, past and future. War—or as it is now 
euphemistically termed, defence—is probably the most im- 
portant single cause of increased public expenditures. And 
those citizens or newspapers that cry for a reduction in 
public expenditures and at the same time for more war 
preparations are trying, as the saying is, “to ride in all 
directions at once.” Either or any direction may be at- 
tained but hardly both or all. 

The expenditures of the United States government or 
of the Canadian government —two countries in peaceful 
North America — may be used to illustrate the above point 
of war expenditures. Taking Canada in the year 1938, 
approximately a third of the Dominion government’s 
revenue went for expenditures arising out of the last war, 
namely, interest charges on war debt, pensions, etc. This 
does not include any allowance for current defence ex- 
penditures, but is concerned only with the past. If the 
present is included, expenditures to the extent of possibly 
one half the Dominion’s total revenue is being expended on 
war — past, present and future, as the text book has it. 
This may come as a surprise to many Canadians who think 
only of European countries as being burdened with such 
costs; it may also be of significance to those who deplore 
Canada’s “small” outlay for war expenditure. 

Another cause for these increasing public expenditures 
lies in the field of social service, including welfare work 
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and public health which have substantially increased. In 
Canada, the federal government has shared slightly in this 
but the provinces and municipalities have borne the main 
load. For example, the province of Ontario maintains public 
health services, provides mothers’ allowances, free hospi- 
talization for tuberculosis patients unable to pay, free in- 
sulin for those unable to pay, to mention only the more 
important services. In addition, municipal governments 
co-operate and supplement these with their own health and 
welfare services. Most of this is a development of the 
present century, and mainly of the post-war years. 

It is also true that a proportion of the so-called un- 
employment relief is a near relative of the above services. 
This is true because under the heading of unemployment 
relief, governments are really making two types of con- 
tribution. One is temporary relief to genuine unemploy- 
ment cases; the other is charitable relief to those who are 
unemployed, it is true, but who are also unemployable in 
the sense of not being able to keep a job under the usual 
conditions of employment. This condition may be due to 
physical or psychological causes. Before 1930 private char- 
ity was mainly responsible for taking care of the last 
group, but since that time the state in some form has 
accepted the responsibility. 

Another important cause of increasing public expendi- 
tures has been the growth of services corrected with high- 
ways, streets, sanitation, etc. The development of the 
motor car has forced expenditures for highways and has 
given an importance to roads probably unequalled since 
Roman days. Moreover, these highways must be contin- 
ually improved and replaced in order to cope with more 
exacting traffic requirements and they must also be given 
more service, such as being kept free of snow, etc. This, 
too, has been in the main a post-war development. 

In the field of municipal expenditures cities must now 
have better paved streets, which must be kept clear of snow 
and rubbish. Citizens demand adequate street lighting, 
proper sanitation and health measures, and insist that the 
standard of service be constantly improved. As mentioned 
before, municipalities must also expand their social and 
health services. Education has been another source of in- 
creased expenditure. With more and more children attend- 
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ing school for a lengthening period, expenditures have not 
only increased but appear to be still increasing. 
Reasons for Growth of Public Expenditures 

The catalogue of the causes of increasing public ex- 
penditures could be extended considerably but enough has 
been said to show the nature of the situation. Moreover, 
such a recital of the causes of increasing public expendi- 
tures in part indicates the reasons for this condition. Some 
people are inclined to blame the situation on the “poli- 
ticians,” the “party system” or the absence of the party 
system; but few look keenly enough to see that, in the 
main, public expenditures increase because the community 
or some part of it demands the things which involve the 
expenditures. If the community wants more highways, 
health services, education, etc., then the community col- 
lectively must take the responsibility for the resultant ex- 
penditures. The basic reason for increased public expendi- 
tures must be sought in the scope and nature of govern- 
mental activities. 

It is sometimes argued that while the above is true it 
only shows the weakness of the democratic system. But 
the growth of public expenditures in all countries, irre- 
spective of the form of government, rather belies this, and 
there is the further evidence of the modern totalitarian 
states. Certainly this does not indicate that they are more 
parsimonious than democratic states, nor does it suggest 
that the public moneys are spent any more wisely. In 
the short run the dictator is all powerful in a way no states- 
man in a democratic state is. But in the long run the 
dictator must have public opinion, synthetic or otherwise, 
with him, and public expenditure can do this as well in 
the totalitarian state as in the democratic one. So we need 
not spend more time on this illusion; spending other people’s 
money is likely to be a popular thing in any form of society. 

One really important reason for the increase in public 
expenditures has been the great technological advances of 
the last few decades. For example, road building in 1910 
was the same as it had been for years, almost centuries. 
But the development of the motor car changed the char- 
acter of roads; they became again the highways which 
they had been before the development of the railroad, and 
the cost of building them increased drastically. Surely 
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no one can be “blamed” for the growth of such expendi- 
tures, and this example can be repeated in many fields 
such as streets, sanitation, etc., and even war. The in- 
creasing application of science and technology to the mili- 
tary field has made war a great user of capital and has 
increased the size of armament expenditures. This is ac- 
centuated by the rapid obsolescence of much military equip- 
ment. 


Another factor in the growth of public expenditures has 
been, because of technological change and growth of popu- 
lation, the increase in the number of services which can 
be provided either privately or collectively, but which are 
most effectively done in a collective or public way. For 
example, everyone could be responsible for his own garbage 
and could pay for its disposal or do the work himself. But 
if garbage collection becomes a public function and a tax 
is levied, then public expenditures have increased. Basically, 
however, it is clear that this is really only a transfer, i.e., 
the money previously spent by the individual is now spent 
collectively. Therefore, public expenditures of this char- 
acter, constitute no real increase in the burden to the com- 
munity. The fact that many of these services cost least 
when everyone is included may eventually reduce the costs. 
And thus there may be a real gain from the collective 
action. 

While the foregoing has endeavoured to explain some 
of the main reasons for increased public expenditures it 
is not intended as an apology for wasteful public expendi- 
ture no matter how small such may be. Obviously the 
ideal is to have public revenues spent as carefully as pos- 
sible and departures from this are not to be condoned. It 
is doubtless true that in individual cases public moneys 
have been spent foolishly and even corruptly, but the elim- 
ination of every such case will do little to reduce the total 
of public expenditures. In general it is true that the bulk 
of public moneys is spent honestly, even if not quite as 
wisely as some would have it. But not all private incomes 
are spent wisely. Both expenditures are subject to aberra- 
tions. 


Business Principles in Government Administration 


It is frequently suggested that business principles should 
be used in government, even to the extent of a government 
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of business men, as a remedy for increasing public expendi- 
tures. In one sense business principles may be used in 
government, that is, all the techniques of business adminis- 
tration such as accounting, reports, procedures, etc., should 
be used in public administration. But there the analogy 
stops for the art of government is vastly different from 
business management. The more clearly this is under- 
stood the more we will be spared false aims. 

Most businesses have one aim, simple motive which is 
successful financial operation and its success or failure is 
visible in the annual financial statements. But where is 
there any such simple purpose of government? It will 
be said that it is the general good! But what is the general 
good? One section of a country wants a tariff, another 
does not; one part of a province wants a provincial bonus 
on iron ore while another favours cheese; one ward in a 
city wants a sewerage system, another wants playgrounds; 
one man wants the new street light further up the block, 
another wants it down under someone else’s window. Where 
is the general good? Government is fundamentally the 
art of arranging compromises so that we may live with the 
maximum of peace and the minimum of friction. And as 
the increase in public expenditures is a part of government, 
it can never be settled by such a simple slogan as business 
government. 

Public Debt as a Perpetual Obligation 

For the purpose of this discussion so far, public ex- 
penditures and public revenues have been assumed to be 
the same. In fact, public expenditures for all purposes, 
current and capital, usually exceed public revenues as or- 
dinarily defined and the difference has to be made up by 
borrowing. This raises the matter of public debt. One 
of the things in public finance which has surprised many 
people has been the way in which public debts have increased 
in the last few years with much less strain on the com- 
munity than was anticipated. In fact, the debt created 
by sovereign governments seems to be pretty generally 
accepted as perpetual, no matter what the actual form of 
the obligation. Indeed, the municipal governments are the 
only ones which make systematic provision for retirement 
of their debt. Most sovereign governments make no effort 
to extinguish their public debt. The United States govern- 
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ment did it once but even in that country current policy 
does not belong to this tradition. 


It is probable that the failure of public debt to bog 
down the community as was once anticipated is to be found 
in the transfer aspect of the transactions. If a government 
borrows a thousand dollars from citizen A and promises 
to pay him $40 per year, it seems that there must be some 
burden on the community to pay first the interest and 
secondly the principal. The matter of the principal may 
be dealt with first by repeating what was said before. In- 
dividual loans may be paid off but this is done in the main 
by new borrowing, and there is no reduction in the debt. 
The idea of perpetual debt meets the point. 


The interest payment must be raised, however, and this 
will be done by taxation. Citizen B will be taxed $40 which 
will be paid over to A. In effect it is a transfer from one 
to the other and the community has not lost any purchasing 
power as a result. If, by indirect routes, the tax is placed 
on A, he may be getting his own taxes back. The general 
extension of income taxes which cover the higher income 
groups, which in general are the investors, tends to make 
a good part of the personnel common to both groups. All 
in all it seems to be, for the community, as near eating 
one’s cake and having it as can be observed. Now, of 
course, such a procedure will have economic effects on the 
individuals affected and thus upon the economy. But the 
point is that for the community the transference of in- 
come has been entirely within the group or entity. Such 
a process cannot be extended indefinitely but it does ex- 
plain public debts of a size which at one time would have 
been regarded as impossible. 

In concluding it is hardly necessary to point out that 
a full consideration of public expenditures must also in- 
volve public revenues or the system of taxation. The two 
things are in a sense one. But such a consideration is not 
possible here. One can therefore conclude with only interim 
judgments. Honesty and efficiency in administrative tech- 
niques and probity in public life must be insisted on for 
these are essentials. But even with these public expendi- 
tures will still increase absolutely for reasons already men- 
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tioned. But before acceptance, the case for each new public 
expenditure should be proven beyond doubt, for in general 
it is probably true that the best results are obtained by 
permitting, as far as possible, the individual citizen to 
spend his own income. 


GOOD SYSTEMS AND FRAUDULENT PRACTICES 


By Cecil A. Ellis, Chartered Accountant, 
Montreal 


A study of means by which auditors may obtain better 

protection against serious consequences of faulty ac- 

counting methods wherever they are found, and may 
render their services of the greatest value. 


N OCCASIONS when auditing methods are being sub- 
jected to the glare of publicity, several features of cur- 
rently accepted practice merit special consideration. Un- 
helpful critics who are wise after some outstanding event 
are never hard to find; but the truly helpful are those who 
devise means by which troubles can be foreseen and avoided. 
One fact shown by occasional happenings to be especially 
significant is that auditors can with great advantage focus 
their attention directly upon the methods of internal con- 
trol employed by their clients and to accounting systems 
generally. These matters concern the most vital of audit- 
ors’ duties. 

Among the valuable services that professional account- 
ants render to industry, the exposure of error and fraud in 
accounts is of outstanding importance. Notwithstanding 
adverse comment that arises when certified accounts be- 
come involved in some publicized fraud, the auditing pro- 
fession can point with well justified pride to a long and 
honourable record of successful achievement in every part 
of the world. The general public is of course, not informed 
under streaming headlines of the thousands of cases an- 
nually in which, by exercise of considerable skill and un- 
tiring vigilance, auditors uncover dishonest practices long 
before serious losses occur. Nevertheless the preventive 
work goes on. 

Recognizing however that like all mortals they have 
not reached perfection, auditors seek constantly for new 
and betters ways in which to perform their work. Much is 
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constructively accomplished to this end at national and 
international conventions and through the medium of pro- 
fessional magazines and textbooks. So complete is the 
material already published establishing effective general 
principles governing auditing procedure, that it is difficult 
to think of any measures that can be taken to improve 
them. These are, however, but avenues leading into the 
deeper realms of practical service. Meanwhile certain other 
steps can well be taken to provide greater protection against 
fraud. 
Existing Conditions 


It is regrettable but true that in a surprisingly large 
number of cases the internal control exercised in important 
businesses is extremely lax and that it exposes proprietors 
and their auditors unnecessarily to the serious losses that 
arise from fraudulent practices. Sometimes cash funds are 
exposed to avoidable risks; more frequently methods for 
controlling stocks of materials are inadequate; occasionally 
methods of handling accounts receivable and accounts pay- 
able make it possible for dishonest employees to falsify 
those accounts. In fact, in many cases conditions are so 
completely bad that it is remarkable that defalcations are 
not more numerous. 


All too often unmerited blame is fastened upon auditors 
for not preventing fraudulent practices; all too seldom 
is it realized that losses result frequently from a client’s 
unwillingness to exercise proper control over his assets. 
It is not suggested that auditors are entirely blameless on 
every occasion, but the thought does occur that a closer 
study by auditors of internal control, and a greater co- 
operation by their clients would operate to mutual advan- 
tage by reducing possibilities of successful fraud. 


The Auditor’s Position 


A well established practitioner is the first to realize 
that good relations with his clients are of the highest im- 
portance; he readily appreciates also that tactful per- 
suasion is usually the best means by which to obtain com- 
pliance with his requirements; but he is none the less well 
aware that his reputation for good work is his principal 
asset. He also knows that he may suffer serious losses if 
internal control is so poor as to leave some loophole for 
fraud, and if in consequence, his professional services are 
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brought into disrepute. Because he is an established prac- 
titioner and desires to remain so, he will not hesitate when- 
ever necessary to advise his client of all defects observed 
in his accounting methods and suggest means by which 
weaknesses may be remedied. 

While each practitioner is entitled to decide for himself 
how he will conduct his work, considerable benefit can al- 
ways be gained by making an intensive study of a client’s 
internal accounting methods before taking up an audit; 
the advantage of such a preliminary study is that it en- 
ables the drafting of an audit program best suited to meet 
existing conditions. 

Apart from promoting a good arrangement of audit 
work, which in itself is desirable, such a procedure promotes 
the best safeguard to the client and the auditor. Disclosure 
of any existing weaknesses indicates to the auditor what 
may be called the “danger signals” of his work; it enables 
him to draw his client’s attention to matters that require 
correction and to request that they be remedied immediate- 
ly. 

Whenever found necessary the request should, of course, 
be made in writing and the remedies should be clearly out- 
lined. It is at such a stage that the interests of the audi- 
tor become vitally involved with those of his client. It is 
not safe to leave matters pending. Fully realizing his 
responsibilities and his liabilities a prudent auditor will 
ascertain by a personal inspection whether or not his recom- 
mendations have been carried into effect. If nothing has 
been done he is entitled to insist that proper action be 
taken; if after a further visit his request is still unsatis- 
fied he will be faced with an unpleasant problem. A man 
of clear vision in such a situation will realize that he carries 
unnecessarily a heavy contingent liability for the possible 
consequences of his client’s indifference. 

Of all professions his is particularly vulnerable to legal 
action should serious trouble arise in connection with his 
work. In similar circumstances a lawyer would not be held 
responsible, and it is seldom that a physician is sued. Yet 
the same business executive, who will accept without ques- 
tion the opinion of his lawyer and will jump to obey the 
most exacting or the simplest commands of his physician, 
will frequently treat the strongest recommendations of his 
auditor with complete disregard; and, should he suffer loss, 
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will be likely to hold the auditor entirely responsible. The 
serious potential dangers of such a situation should surely 
prompt auditors to consider necessary measures to protect 
their interests. 

Dogmatic as the assertion may appear, the fact is that 
a client who neglects or refuses to give effect to necessary 
recommendations leaves his auditor with none but the fol- 
lowing alternatives: 

(a) To disclaim all responsibility for losses that 
might arise out of neglect to remedy bad conditions; 

(b) To make in his certificate on the accounts such 
qualifications that will draw the attention of sharehold- 
ers and all others concerned to the weaknesses, and so 
force the hand of the management; or 

(c) To resign his position. 

Any one of the drastic steps just described is so distaste- 
ful to an auditor that he would take it only after every other 
means had failed. Happily many clients are reasonable; 
they take proper steps. Still more would comply however 
if faced with the possibility that any of these measures 
would be taken. The probable outcome of the firm attitude 
suggested would be that all clients would realize the serious 
consequences of their indifference and would improve their 
accounting methods. Thus a major factor facilitating the 
committing of fraud and hindering its exposure would be 
eliminated. 

Measures To Be Taken 

Consideration may now be given to some of the measures 
necessary to good control. Because the conditions inherent 
in each class of business vary so much it is not possible 
in a brief discussion to make suggestions that will meet 
the special requirements of all undertakings. There are 
however certain governing principles that apply to busi- 
nesses of every kind and upon which all accountants are 
in agreement. While not comprising by any means all 
that have to be considered, the following rules are some of 
the more important to good control. 

Most of the following points will probably strike readers 
as elementary; but a discussion such as this would not be 
complete without some reference to them. In spite of their 
simplicity it is surprising how frequently these rules are 
ignored by those in charge of finances and accounts. 
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Firstly, seeing that neatness and absolute clarity are the 
foremost essentials of proper accounting methods, all books, 
forms, and accounting statements should be designed as 
simply as possible and with ample space in which to record 
all necessary information. All too frequently unnecessary 
complication in accounting forms and books creates a state 
of dangerous confusion with accompanying loss of control. 
Nothing assists and covers fraud more than confusion and 
untidiness in records. 

Secondly, thoroughly clear and well defined rules should 
be enforced for the reception, handling and banking of cash 
funds. Official receipts duly numbered, should be issued 
for all money received; numbered duplicates of receipts 
form the only proper basis for record in the cash book. 
Incoming funds should invariably be banked intact during 
the day of their receipt or the business day immediately 
following if received after banking hours. No sums should 
ever be retained for the making of day to day payments. 
Particular care should be taken to ensure proper accounting 
for all cash sales, as well as to see that collectors never 
retain from their collections any sums for their temporary 
personal use. 

As regards payments, all disbursements other than of 
petty cash should be made by cheque. Proper formalities 
are necessary to see that full value is received before pay- 
ments are made. Authorization for payments should be 
made only by responsible and competent officers and attested 
clearly to relative invoices or to covering vouchers. Cheques 
should invariably be signed by at least two senior officers, 
preferably other than those directly responsible for auth- 
orizations. Proper receipts or endorsed qualified cheques 
are essential to prove all payments; such documents should 
be numbered consecutively and filed in a manner enabling 
easy reference whenever they may be required for revision 
or other purposes. Cash book records should always be 
kept strictly up to date. 

Bank statements require examination regularly by res- 
ponsible officers and reconciliation with cash book records. 
Any unusual items or those that have been long in suspense 
should be carefully followed up and proper explanations 
obtained. Items that appear repeatedly in bank reconcilia- 
tions as uncleared are apt to be dangerous, and should 
always be treated with special care. 
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The best method for keeping the petty cash fund is that 
known as the “imprest system.” By this method the fund 
is reimbursed periodically with totals of approved expendi- 
ture and restored to its predetermined fixed balance; such 
balance must of course reasonably meet the requirements 
of the business. Personal I.0.U.’s and suspense vouchers 
should never be carried in petty cash boxes. Vouchers 
should be obtained for all petty cash payments, numbered 
consecutively and filed in good order for future reference. 
Good control over stamp funds and postage books is a 
feature not to be overlooked. 

Thirdly, and as regards stocks of materials, a thoroughly 
efficient system of stores control is indispensable. Such a 
system which usually repays far more than its cost calls 
for proper formalities to ensure ordering of goods at the 
best prices obtainable, and to prevent goods of inferior 
quality or wrong design being accepted; it also provides 
that issues from stores must not be made without requisi- 
tions duly authorized by responsible officers; and it calls 
for effective safeguards for the custody of materials remain- 
ing in stores. Accurate stores accounts are always neces- 
sary to control quantities of materials; frequent inspections 
of physical quantities are indispensable to ensure that ma- 
terials are being faithfully taken care of, and special at- 
tention is necessary to obtain satisfactory explanations of 
any important quantity differences. 

Fourthly, adequate methods are necessary to control 
large sums frequently outstanding on accounts receivable, 
and those collected from customers. Particular care must 
be taken to prevent wilful omission of sales invoices from 
customers’ accounts and private collection of their amounts 
by dishonest employees for their personal use. Similarly 
it is important to be sure that false credits are not passed. 
A senior executive should make frequent revisions of out- 
standing accounts; he should obtain satisfactory explana- 
tions of all items long overdue or that for any reason have 
become complicated. 

Fifthly, and as regards accounts payable, it is important 
that proper revision is made by authorizing officers before 
accounts are accepted. This procedure is especially neces- 
sary to avoid presentation by a dishonest employee of ac- 
counts that have previously been paid, and his obtaining 
cheques which could be improperly applied. Circularization 
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of creditors for confirmation of balances occasionally serves 
to disclose a fraud; but the best safeguard is to employ 
systematic methods for paying creditors’ accounts so that 
any unusual circumstances come prominently to the fore 
and can be easily detected. 

Finally, all documents such as cheques, invoices, return 
notes and other such vouchers, all of which should be 
numbered before use, should be subjected after use to a 
close revision that will show whether all numbers are ac- 
counted for; investigation of any that are missing, is fre- 
quently the means of catching some intended fraud in its 
incipient stages. 

While the foregoing points comprise but a sketchy out- 
line of the simplest of the features of good internal control, 
all too many frauds have been successfully accomplished 
in the past because elementary rules have been ignored. 

It is this fact, and the responsibilities placed upon them, 
that entitle auditors to be fully satisfied that effective steps 
are taken to remedy faulty conditions wherever they are 
found. If as sometimes happens the client is insufficiently 
experienced to take all the many necessary precautions, or 
is too occupied with other business duties to cope with 
them, suitable arrangements should be made. Where an 
internal audit staff is employed, the precautions can satis- 
factorily be taken, always provided that this staff carries 
out a comprehensive program that meets with the ap- 
proval of the independent auditor. If these or other means 
cannot be adopted, the outside auditor should be engaged 
at a suitable remuneration to take all steps he may find 
necessary. 

Resulting Benefits 

Were unsatisfactory conditions always dealt with thus 
effectively, clients would benefit enormously from better 
accounting methods and by a resulting large diminution in 
frauds. Auditors would be better enabled to carry out their 
work effectively and with more time to combat other pos- 
sibilities for fraud and error. There would be fewer un- 
pleasant lawsuits, and everyone concerned would be bene- 
fitted in every way. 

The purpose of this discussion is very far from any 
desire to suggest ways and means by which auditors may 
shift burdens of responsibilities onto their clients, nor is 
there any wish to suggest that auditors should claim the 
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right to inconvenience their clients unnecessarily or require 
them to adopt unreasonable accounting forms and rulings. 
It is suggested, however, that auditors are entitled to ex- 
pect good internal control in their clients’ businesses, and 
to adopt measures to protect themselves wherever, in spite 
of their recommendations, such control is not established. 
As a matter of good business, as well as in order to protect 
best the interests of all parties, auditors can very advan- 
tageously encourage business executives to entrust to them 
the work of installing efficient accounting systems. 


Auditors the Ones Qualified to Install Systems 


There can be no doubt that a forward step in the right 
direction would be for auditors everywhere to take an active 
part in the introduction of methods for effective internal 
control and in the installation of accounting systems. 

When considering accounting systems and methods of 
internal control it is well to recognize quite frankly at the 
outset that no matter how well planned these measures may 
be, they can never of themselves alone provide absolute 
guarantee against fraud. They can however make fraud 
very difficult to accomplish; and of course the better the 
control methods employed, the greater the protection will 
be. Nevertheless in the ultimate analysis, the extent to 
which fraud can be successfully accomplished depends upon 
the ingenuity with which it is executed, the fortuity of 
outside circumstances that may hinder or facilitate it, and 
the efficiency or otherwise of measures taken, as just men- 
tioned, to prevent it. 

No auditor, or anyone else for that matter, can possibly 
control the ingenuity of a person determined to commit 
fraud; nor can anything be done to influence any of those 
fortuitous circumstances that may arise. Yet proper steps 
can always be taken to install and to employ good account- 
ing methods. It is because these steps are about all that 
can be taken to protect business that system work is of 
such great importance to the auditing profession. 

Praiseworthy as has been the work of “system experts” 
and “industrial engineers” in the accounting field, the 
salient fact is that these gentlemen are never called upon 
to accept any responsibility for accounting statements that 
are issued after the employment of the methods which they 
install. It is precisely because the responsibility falls upon 
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auditors that system work and the installation of methods 
for internal control should always be entrusted to and per- 
formed by them. 


A Field for Important Work 


In pursuing this subject it is interesting to note that in 
certain countries auditors intervene more actively in system 
work than they do in others. In South America for ex- 
ample, it has long been customary for business executives 
to call upon professional accounting firms to perform this 
work; when, as is frequently the case, costing systems are 
also called for, the accountants are enabled to extend to 
their clients a constructive as well as a protective service. 
Some professional firms in various parts of the world have 
set up, and operate with marked success, special depart- 
ments to deal with system work. By so doing they have 
rendered invaluable service to industry; they have created 
effective protection to their normal auditing business, and 
have extended their services into interesting and important 
new work. 

What has been done in some countries can surely be 
done in others; and there appears to be no good reason why 
auditors everywhere should not take up leading roles in 
this very important field. 


Aids to Scientific Auditing 


Wherever good internal methods of accounting are well 
established, auditors are best enabled to perform their work 
along the most scientific lines. When preliminary review 
of existing methods of control is completed, audit programs 
can be arranged to meet conditions as they are found. If 
the conditions are good, detail work can be safely reduced 
to effective tests of items that are well protected and at- 
tention can be focussed upon matters that may be not so 
well covered. 

Reduction of avoidable detail work leaves auditors with 
sufficient time in which to concentrate upon the making of 
necessary intensive studies of vital statistical ratios and 
other important data displayed in well drawn up accounting 
statements. By scientific analysis of the implications of 
these particulars they can obtain a more complete view of 
their clients’ affairs than is possible if the greater part of 
their work has to be concentrated upon detailed revision 
of a very large number of transactions and book entries. 
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There can be no doubt that auditing performed under 
proper conditions and with accent upon statistical ratios 
is likely to prove of much greater value to industry and to 
auditors themselves than that performed in atmospheres 
of bad organization and confused records. 

The past twenty years have witnessed remarkable 
growth in demand for the services of professional account- 
ants and in methods of work. Old methods have become 
substituted by new and better ways of auditing, and new 
demands have arisen for services that were never even 
thought of as being within the province of the accountant. 

There is no apparent reason to doubt that the next 
twenty years will bring a further growth no less remark- 
able, and that many new fields for service hitherto not 
thought of will open up. Many opportunities for useful 
work are likely to beckon those who are alert and free of 
troublesome entanglements. Accountants best able to grasp 
these opportunities will be those who have ridden them- 
selves of avoidable liabilities for remediable defects in their 
clients’ businesses, and who by active participation in sys- 
tem work and scientific auditing have gained that clear 
vision which enables them to see and to avail themselves of 
those opportunities. 


It may truly be said therefore that all questions re- 
garding measures to be taken by professional accountants 
to ensure proper internal control by their clients and to 
install first class accounting systems are of considerable 
importance. This is so not only because such measures aid 
effectively in the prevention of fraud, but also by reason of 
the fact that they best enable accountants to employ their 
skill beneficially to the present and the future needs of 
industry. 
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The Month of May 
Hail, bounteous May, that doth inspire 
Mirth, and youth, and warm desire! 
Woods and groves are of thy dressing; 
Hill and dale doth boast thy blessing. 
Thus we salute thee with our early song, 
And welcome thee, and wish thee long. 
—John Milton 


Our Contributors This Month 


C. A. Curtis, whose article on “Public Finance” appears 
in this issue, has published a number of articles on econ- 
omics, as well as a reference book on Statistics of Banking. 
He has served on the economic staff of the Royal Com- 
mission on Banking and of the Royal Commission on Price 
Spreads. After graduating from the Faculty of Arts of 
the University of Toronto and obtaining his Ph.D. in econ- 
omics from the University of Chicago, he taught for a time 
in the United States and later joined the staff of Queen’s 
University where he is now Professor of Economics. He 
is also an Alderman of the City of Kingston. 

Reference has been made previously in our contributors’ 
column to Cecmu ALFRED E.Luis whose article on “The Control 
and Valuation of Stores” appeared in the December 1937 
issue. Mr. Ellis is a member of the Institute of Chartered 
Accountants of Ontario and is at present carrying out some 
accounting investigation work in Canada. 

Witu1am MacrintosH, who is a previous contributor to 
our pages, was born in Edinburgh, Scotland, and received 
his education at George Watson’s College, Edinburgh, and 
at the Saskatoon Collegiate Institute together with further 
studies at the University of Saskatchewan and McGill Uni- 
versity. He had considerable experience as an auditor on 
the staffs of George A. Touche & Co., and Peat, Marwick, 
Mitchell & Co., at Calgary, Winnipeg and Detroit before 
proceeding to Vancouver where he became a member of 
the Institute of Chartered Accountants of British Columbia 
in 1932. He also served for two years on the accounting 
staff of United Grain Growers, Limited, at Calgary. At 
present he is engaged in practice with Helliwell, Maclachlan 
& Co., chartered accountants, Vancouver. 
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Civil Service Position Vacant 

The Civil Service Commission of Canada is inviting ap- 
plications from male residents of the Province of Ontario 
possessing the necessary qualifications for the position of 
Departmental Accountant, Grade 3, male, M.G.O. Branch, 
Department of National Defence, Toronto, Ontario. Ap- 
plications must be filed with the Civil Service Commissioner, 
Ottawa, not later than 4th May 1939. 

The position is temporary in nature, of probably not 
more than four or five years’ duration, and carries a salary 
of $2,700 per year. The examination will, however, qualify 
for permanent appointment, and if a permanent appoint- 
ment is subsequently made the initial salary may be in- 
creased for meritorious service up to a maximum of $3,120. 

Among the qualifications are an education equivalent 
to high school graduation and at least six years of exper- 
ience as a cost accountant in a position of responsibility 
with a manufacturing organization engaged in the produc- 
tion of machinery or similar technical equipment and an 
intimate knowledge of the methods and procedure of in- 
stalling and maintaining cost accounting systems. 


Developing Manitoba’s Natural Resources 

A recent issue of Canadian Finance (Winnipeg) contains 
an instructive article by Hon. J. S. McDiarmid, Minister 
of Mines and Natural Resources of the Province of Mani- 
toba, in which he describes the developments in the chang- 
ing economy of the Province. He points out that in the 
early years of Manitoba’s history business revolved about 
the fur trade which was supplanted in time by agriculture 
as the basic industry. This dependence on a one-product 
economy has now given way to a wide diversification in 
the exploitation of the natural resources of mines, forests, 
and fisheries, as well as the fur trade and agriculture. 

The mining industry has become an important factor 
in developing the natural wealth of the Province. In a 
little more than ten years there has been an increase from 
$3 millions to more than $17.5 millions in the total value 
of mineral output. 

Lumber and pulpwood production are being encouraged 
and a carefully planned programme of reforestation is being 
conducted to ensure the retention of forest wealth. 
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The fur trade has made remarkable progress owing to 
the development of fur farming as a stabilizing factor of 
production. Since 1920 fur farms in operation have in- 
creased from two to 735. Reflooding dried out marsh lands 
near Le Pas has provided the basic step towards a revival 
of muskrat breeding. 

The fishing industry has continued to progress and has 
enjoyed a relatively good market for its products in the 
past few years. The total value of the 1938 catch is es- 
timated at $1.8 millions of which almost $1.4 millions repre- 
sent earnings of the primary producers—the fishermen. 

The value of these industries to the provincial economy 
cannot be measured solely by their own productive wealth. 
Their development has given great impetus to the secondary 
industries which serve their needs and has laid a wide 
foundation for the future economic growth of the province. 


Poetic Heights at Examination Time 


The following is taken from a recent issue of The Aus- 
tralian Accountant: 

“How often the torments of the human mind have found 
expression in verse! Should anyone doubt that this is so, 
let him examine the desks provided for candidates at the 
Exhibition Building. 

“It would appear that generations of students have la- 
boured in them, and a goodly number have left permanent 
records of their mental state while wrestling with the ex- 
aminers’ questions. 

“For instance, imagine the anguish of the tortured soul 
whose carefully penned message was noticed by a Super- 
visor at our last examinations as follows: 

‘Sitting here, broken-hearted, 
Paid 30 bob and haven’t started.’ 
and then, neatly printed in block capitals on another desk: 
‘Only five more minutes now, 
Praise the Lord, Oh Boy, and How!’ 
and still again, this declaration: 
‘Examinations are a curse to Civilization.’ 
closely followed in an entirely different handwriting and 
fresher ink by: 
‘By ...., you’re telling me!’ 
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Note the pathos in these two gems penned by different 
candidates: 

‘What fool said ignorance is bliss?’ 

‘If someone had only told me!’ 
and just think of the physical discomfort that must have 
inspired these words: 

‘May be I’m dead, 

May be I’m not, 

But this ’ere place 

ose 

“In addition, numerous drawings of tombstones, skulls 

and gibbets (complete with corpses) had been charmingly 
executed by others relying on pictorial presentation.” 


Income Tax Collections by Districts 


The following comparative statement of net collections 
by districts received during the fiscal years ended 31st 
March 1938 and 31st March 1939 is taken from The National 
Revenue Review, the monthly publication of the Department 
of National Revenue, Ottawa. A decrease from the previous 
year is indicated by an asterisk. 


Increase 


Districts 1937-38 1938-39 or 
Decrease 


$ ets. $ cts. $ cts. 

Charlottetown ... 970,278 58 499,138 14 *471,140 44 

Halifax 1,614,332 04 2,337,848 27 723,516 23 

Saint John 1,100,727 72 1,585,397 16 484,669 44 

Quebec 1,226,967 42 1,741,582 63 514,615 21 
Montreal 32,418,197 85] 36,786,414 78 4,368,216 
Ottawa 8,073,802 80 9,025,014 73 951,211 
Kingston 270,446 93 276,966 95 6,520 
Belleville 614,810 14 614,443 18 *366 
Toronto 40,645,212 45] 48,884,606 40 8,239,393 
Hamilton 8,027,965 31 9,814,180 34 1,786,215 
London 10,729,632 36) 12,163,043 11 1,433,410 
Fort William ... 358,576 27 505,018 00 146,441 
3,008,383 60 3,993,986 12 985,602 
329,076 46 328,747 66 *328 
Saskatoon 208,444 61 176,348 *32,095 
Calgary 1,429,446 49 1,683,961 254,515 
Edmonton 493,181 48 589,310 96,129 
Vancouver 8,819,373 99| 10,973,647 2,154,273 
26,674 98 46,482 19,807 


120,365,531 48 | 142,026,137 69} 21,660,606 








OBITUARY 


Sittings of Exchequer Court in Maritimes 

Announcement has been made in The Canada Gazette that 
general sittings of The Exchequer Court of Canada will be 
held at the following times and places in the Maritime 
Provinces, “provided that any case or matter to be entered 
for trial or set down for hearing at any of such sittings 
is so entered or set down at the office of the Registrar of 
the Court at Ottawa on or before the 22nd day of May, 
A.D. 1939; and if no case or matter is entered or set down 
for any of such sittings, then the same shall not be holden.” 

At the Court House, in the City of Saint John, N.B., 
commencing on Friday, the 2nd day of June A.D. 1939, at 
10.30 a.m. (city time). 

At the Court House, in the City of Moncton, N.B., 
commencing on Monday, the 5th day of June A.D. 1939, 
at 10.30 a.m. (city time). 

At the Court House, in the City of Charlottetown, P.E.L., 
commencing on Thursday, the 8th day of June A.D. 1939, 
at 10.30 a.m. (city time). 

At the Court House, in the City of Halifax, N.S., com- 
commencing on Monday, the 5th day of June, A.D. 1939, at 
10.30 a.m. (city time). 


OBITUARY 


The Late Hugh Howat 


The Institute of Chartered Accountants of Mani- 
toba records with sincere regret the death on 29th 
March 1939 of Mr. Hugh Howat, a member of this 


Institute since 1910. 


The deep sympathy of the members of the In- 
stitute is extended to his widow and family. 
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LEGAL DECISIONS 


[EprTor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 


Executors—Equitable conversion—Compensation as trustee 
—Deduction from legacy—Power of appointment 
to life tenant 
(Re Smith, Re Bell) 
Manitoba King’s Bench 


Where under an agreement of settlement approved by 
the Court executors were required to sell real estate to pay 
legacies and annuities, the Court under the equitable doc- 
trine of considering that done which was ordered done will 
treat the property as actually converted into cash, belonging 
to the pecuniary legatee or annuitant. 

The word “executor” held to include a trust company 
executor which under special agreement also acted as trus- 
tee. Such trustee cannot deduct from pecuniary legacies its 
fees of $2,000 for administration of the estate, or as “execu- 
tors’ expenses” under the agreement. Being a trustee its 
allowance was to be fixed by the Court according to what 
may be fair and reasonable, as provided by the Trustee Act. 

Power of appointment by will given to a life tenant, if 
exercised, will pass the estate to the beneficiaries designated 
by the will of such life tenant.—[1938] 4 D.L.R. 191. 


Wills—Charitable trust—Corporate powers—Executors’ ex- 
penses not deductible from legacies. 
(Re Galbraith) 
Manitoba King’s Bench 
A gift of the residue of an estate to establish a trust 
fund and pay the interest therefrom to a Children’s Hos- 
pital is a charitable trust, although made in perpetuation 
of memory and to an institution which by its charter was 
not empowered to carry on charitable work but which in 
fact did take care of charity cases; the gift being a chari- 
table one is therefore not void as being in perpetuity. The 
residue of the estate so bequeathed, whether “reversion, 
remainder or expectancy,” will include the unexpended trust 
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fund after the death of a life tenant. Being a capital 
endowment for the benefit of the institution so long as it 
lasts and in perpetuation of the memory of a certain per- 
son, there is an intention of the testator that the corpus 
should remain in the trustee for such purposes and not be 
paid over to the hospital. 

The expenses and fees of executors and trustees are 
payable out of the estate and not out of the shares of 
legatees. They must receive the full face value of their 
gifts, as indicated in the will, without deduction for costs 
of administration.—[1938] 4 D.L.R. 337. 


Wills—Charge upon estate—Income taxes 
(Re Kemp) 
Ontario Supreme Court 


Where a testator makes the support of his widow and 
the upkeep of the family mansion a first charge upon the 
estate and “all income taxes in respect of said provisions 
for my wife shall be paid out of my estate,” the will also 
providing a further income to her without mention of the 
taxes thereon and the widow having an independent income 
of her own known to the testator, held that it was the in- 
tention of the testator that she be paid out of the estate for 
taxes on her income under the provisions of the will as well 
as for taxes on her income from outside sources, whenever 
due from time to time, including the additional taxes upon 
income derived to pay the income taxes; such taxes are re- 
payable to her out of income of the trust fund or out of 
capital in case of a deficiency of income; any deductions or 
exemptions are for the benefit of the widow and not for the 
benefit of the estate.—[1939] 1 D.L.R. 117. 


(The summaries of the following cases have been taken from the 
Dominion Report Service.) 

Taxes—Assessment for income—Holding company— 
Dividends received from United States company 
(International Metal Industries Ltd. v. City of Toronto) 

The International Metal Industries Limited appealed 
from its assessment in respect of income which it received 
in 1936 from the John Wood Manufacturing Company Inc., 
amounting to about $247,500.00. The latter company was 
incorporated under the laws of the State of Delaware, 
U.S.A., and carried on business in Pennsylvania. About 
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1930 the appellant discontinued manufacturing completely, 
and since then its only business has been to own stock, 
usually all, or nearly all, the shares of stock of some nine 
other corporations, including the John Wood Manufactur- 
ing Co. Inc. With regard to the above income paid by the 
latter company to the appellant as dividends for the year 
1936, the City of Toronto alleged that these dividends were 
income and assessable as income. The appellant claimed 
that under the Assessment Act it was carrying on a business 
of holding stock in and controlling and managing other 
companies, and that this was a form of business contem- 
plated by the Act, and that these dividends were received 
by the appellant in the ordinary course of its business and 
as such were not assessable as income. Reference was made 
to The Assessment Act, secs. 9 and 10. 

The city alleged that the appellant was not liable to 
business assessment and that accordingly it should be 
assessed in respect of income pursuant to clause (a) of 
subsec. (1) of sec. 10. Or in the alternative, that if the 
appellant was liable to business assessment under sec. 9, 
that the dividends in question were income not derived 
from the business in respect to which the appellant was 
assessable under sec. 9, and that accordingly the dividends 
in question were income. 

The court held that the dividends were not income from 
the business carried on by the appellant, but were income 
from an investment in the business carried on in Pennsyl- 
vania. The latter business was a separate entity, and oper- 
ated by its management there. The appeal from the Court 
of Revision for the City of Toronto to a judge of the County 
Court of the County of York, was dismissed—[1939] 2 
D.R.S. 55. 


Taxes—Assessment for income—Profit from investments— 
Interest on loans to subsidiaries 
(The Mining Corporation of Canada, Ltd. v. City of Toronto) 

The Mining Corporation of Canada, Limited, appealed 
an assessment of $103,803.00 for income. It was assessed 
for business under sec. 8 of the Act, and the question for 
determination was whether the income received was derived 
from the company’s business, in which case there would be 
exemption under the provisions of sec. 9(1)(b) of The 
Assessment Act, R.S.O. 1937, chap. 272. The income of the 
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company which was assessed was obtained from the follow- 
ing sources: 

(1) Dividends from the Hudson Bay Mining and Smel- 
ting Co. Ltd.; 

(2) Interest upon moneys advanced to two companies 
said to be “subsidiary” to the appellant. It was contended 
by the latter that the dividends received represented profit 
received from mining operations carried on by the company, 
and that the company only did carry on business through 
subsidiaries. 

The court held that (a) there was no unity of control of 
the two companies; (b) a comparatively small interest was 
held by the appellant in the Hudson Bay Company; (c) no 
services were performed by the parent company or benefits 
derived by the subsidiary. Therefore the interest received 
in the way of dividends should be considered a profit from an 
investment. Reference was made to Re City of Toronto v. 
John Northway and Sons Limited, 54 O.L.R. 81. 

With reference to the second source of income the court 
held that in dealing as it did the appellant was properly 
carrying out the objects of the company. It was their 
method of carrying on the business of a mining and develop- 
ment company. Therefore the interest received by the com- 
pany was income from its business. Accordingly the appeal 
was dismissed with regard to the dividends from the Hudson 
Bay Mining and Smelting Co., and allowed with regard to 
the interest received on the loans to the two subsidiaries.— 
[1939] 3 D.R.S. 103. 


PROVINCIAL NEWS 


BRITISH COLUMBIA 

The sixth and final dinner and discussion meeting of 
the 1938-39 season was held in Vancouver by the Institute 
of Chartered Accountants of British Columbia on 28th 
March. Mr. E. C. Mapson, President of the Institute, acted 
as chairman; the discussion topic being “To what extent 
should the inventory be checked by the auditor.” Students 
in their final year were also invited to be present, as on 
previous occasions. 

As might have been anticipated, in view of the interest 
and importance of the subject, the meeting was well 
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attended and the discussion of considerable value to the 
members present. 

It was also to be expected that the most interesting 
phase of the discussion should center upon the question 
of the physical existence, ownership and condition of the 
merchandise, and the lack of practical means, under most 
circumstances, by which these factors could be verified by 
the auditors. In this connection some interesting views 
were expressed which, though of a controversial and tech- 
nical nature, were extremely thought-provoking and in- 
dicative of the attitude of the members as to the mainten- 
ance of the highest professional standards. 

This being the final dinner and discussion meeting of 
the present winter season, a hearty vote of thanks was ex- 
tended to the personnel of the committees responsible for 
their arrangement. 


MANITOBA 

The second of the general meetings of members was 
held on Thursday, 29th March 1939, in the Broadway Build- 
ing of the University of Manitoba. Considering it was one 
of the first warm nights of the year, the attendance of 
nearly fifty was good. 

Most of the business comprised reports by various mem- 
bers of the Council on work completed or proposed by the 
Dominion Association. Those present found these reports 
exceedingly interesting and many took part in the discus- 
sions which followed. 

As a member of the Dominion Executive, and a member 
of the Board of Examiners-in-Chief, Mr. F. Johnson, Vice- 
President of the Institute and Director of Studies, gave a 
summary of the approved measures for implementing uni- 
form examinations in December next. As the possibility 
of such uniformity has been the dream of some members 
of this Institute for the past twenty years, the actual 
achievement of a perfected plan was received with much 
enthusiasm as representing a forward step in the progress 
of the profession in Canada. 

Under the leadership of Mr. John D. Reid, the members 
studied the draft of the new Dominion Companies Act in 
so far as it concerned our professional work. An interested 
discussion of some of the points involved numerous aspects 
of the application of the amended sections, and recom- 
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mendations to the Legislation Committee of the Dominion 
Association were formulated and agreed upon. 

A summary of the means for professional publicity 
adopted by the Dominion Secretariat and Public Relations 
committee was outlined by Stanley B. Laing, the local 
representative, who requested the co-operation of all mem- 
bers in this work. The speaker also presented an earnest 
plea for a larger part by Manitoba members in the sub- 
mission of articles for publication in THz CaNnapiAN CHAR- 
TERED AccouNTANT. A list of subjects which the Editor 
had previously requested be covered was presented to each 
member, with suggestions as to the possibility of author- 
ship by various members. 

On behalf of the Library committee a report of its 
service and a list of recent purchases was given. Atten- 
tion was promised to suggestions from some of the mem- 
bers, with the proviso as to the limitation of the sum 
appropriated for this purpose and the condition of general 
usefulness. 

Following an appeal for new contributors to the Mani- 
toba Chartered Accountants’ Benevolent Association by 
Fred. C. Gilbert, the Honorary Secretary-Treasurer, the 
meeting concluded. 


PERSONALS 


Mr. Kenneth J. Morrison, C.A., of the firm of Harvey 
& Morrison, has pleasure in announcing the admittance to 
partnership as from 1st April 1939 of Mr. W. Herbert Nield, 
C.A., and Mr. J. Stuart Simpson, C.A., both of whom have 
been associated with the firm for many years. 

The business will continue under the name of Harvey, 
Morrison & Co., Chartered Accountants, with offices as at 
present in the Lougheed Building, Calgary. 

Mr. F. Richardson, Chartered Accountant, announces the 
removal of his office to the Royal Bank Building, 675 
Hastings Street West, Vancouver. 
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STOCK BROKERS’ ACCOUNTS 


Theory and Practice 


This series of discussions on the subject of stock brokerage ac- 
counting theory and practice has been prepared by a group of members 
of the profession familiar with the subject. They desire to have it 
understood that the definitions, opinions and observations appearing 
in this column are their own and are not necessarily those of the 
Dominion Association. 

(Continued from April issue) 


Some Aspects of the Responsibility of the Broker 
to his Customer 

“Fully paid for” Securities in a Customer’s Account— 
If the customer of a stock broker allows the broker to retain 
possession of securities which are fully paid for he is en- 
titled to expect that these securities will be segregated and 
placed in safekeeping for his account. The broker is re- 
quired to segregate and earmark such securities. This is 
a by-law or regulation of the major Canadian and United 
States exchanges. It naturally follows that the customer 
may at any time demand delivery of his securities and the 
broker is legally liable to make delivery. 

It might be well to note also that a broker will some- 
times place securities in a separate safekeeping ledger ac- 
count at the customer’s request. It is considered that the 
consent of the customer should be secured before a broker 
could remove such securities from safekeeping. 

“Excess Collateral’ Securities in a Customer’s Account— 
Most stock exchanges require that members refrain from 
using more of a customer’s securities than is fair and 
reasonable in view of the indebtedness there against. It 
follows from this that a broker may not expect a customer 
who has a large marginal surplus to maintain that surplus; 
he is only justified in securing his margin requirements. 
Therefore a customer may (as in the case of “A” above) 
demand and expect free delivery by the broker of securities 
which constitute excess margin in his account. It is, of 
course, assumed that the customer’s securities are diversi- 
fied and of equal rating to call loan collateral. The con- 
clusion one must reach is that as far as the broker is 
concerned there is not much difference between fully paid 
for securities and securities which constitute excess col- 
lateral. The following example based on the rules of the 
New York Stock Exchange illustrates some of the points 
discussed above: 
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Marcin Account or CUSTOMER X WITH BROKER Y 
X Debit Balance — $1,800.00 
Market value of securities held there against $9,600.00 
Margin rate 35% 


Therefore required security value is ...... $2,430.00 
Excess margin—approximately ........... $7,170.00 
Note: Detail of Securities 
MP cisdiadeades $ 3,000 
are 900 
Sk eer rr er 1,400 
eee 2,000 
DE cas sine een 2,300 

$9,600 











Since it is not usual to split round share lots, the above 
account might be analyzed as under: 

“X” could demand delivery of, say, 100L; 100N and 
100 P and leave his account amply margined. 

“Y” would not be entitled to hypothecate more than ap- 
proximately $2,500 of “‘X’s” securities in call loans assum- 
ing a bank rate of 25% (sufficient to finance “X’s” debit, 
no more). 

Under the rules of the New York Stock Exchange the 
broker would be required to segregate securities which ap- 
proximate the value of 100 L, 100 N and 100 P, to be held 
in trust for the customer. 

Valuation of Firm’s Own Securities 

A discussion sometimes arises as to the value at which 
securities, owned by a firm of stockbrokers, should be shown 
on a balance sheet of the firm when current values are below 
cost. 

A conventional balance sheet should be so prepared that 
the balancing figure of Capital and Undivided Profits should 
represent the equity of the partners or shareholders. Stock- 
brokers now appreciate that a customer’s account, which is 
only partly secured, is rarely recoverable to any extent 
beyond the realizable value of the security held; and they 
agree that the necessary reserves should be provided in 
this connection. As the option of realizing on these secur- 
ities is with the broker, these accounts fall into a category 
similar to that of “Firm’s Own Securities.” It would there- 
fore seem logical that such securities should be directly or 
by means of a reserve reduced to and shown at market 
value. 
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TERMINOLOGY DEPARTMENT 


The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(Continued from April issue) 


Present Value; Present Worth: The amount which, in- 
vested at a fixed rate of interest and compounded at regular 
periods, will amount to a specified sum at a given future 
date, or will pay an annuity certain. 

Primary Liability: That of the maker of a promissory 
note or the acceptor of a bill of exchange; also the drawer 
of a cheque. Endorsers of such instruments have a “sec- 
ondary” liability. 

Prime Cost: Direct cost; the cost of a manufactured 
article in material and direct labour only, i.e., before the 
addition of overhead. 

Principal: (1) The original or reduced amount of any 
bill, note, debt, obligation or bond exclusive of interest; 
the amount on which interest charges are based. 

(2) The capital moneys, funds, investments, properties, 
etc. of estates, endowments, etc. 

(3) One on whose behalf business or other transactions 
are being performed by his authorized agent. 

(4) A term used in accountants’ and other professional 
offices in alluding to the partners, as distinguished from the 
staff. 

Private Company: A company as to which, by letters 
patent or supplementary letters patent, 

(1) The right to transfer its shares is restricted; 

(2) The number of its shareholders is limited to fifty, 
not including persons who are in the employment of the 
company and persons who, having been formerly in the 
employment of the company, were, while in that employ- 
ment, and have continued after the determination of that 
employment to be shareholders of the company, two or 
more persons holding one or more shares jointly being 
counted as a single shareholder; and 
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(3) any invitation to the public to subscribe for any 
shares or debentures of the company is prohibited. 

The above is the definition given in The Companies Act 
(Dominion) which provides in the case of private companies 
for certain relaxations of the more strict rules applicable 
to public companies (q.v.). The Companies Acts of nearly 
all the Provinces contain definitions and provisions in al- 
most identical terms. 

Private Ledger: One in which, always, the more per- 
sonal and private accounts are kept, and sometimes all 
general ledger accounts, and usually provided with a lock- 
ing device. Some of the larger institutions such as banks 
and trust companies still keep private ledgers, otherwise 
they are now rarely used except in sole proprietorships, 
partnerships, and companies with few shareholders. 

Probate: The official “proving” (Lat. probare: to prove) 
of a will before the appropriate court; the verified copy of 
a will with the registrar’s or judge’s certificate. 

Proceeds: The amount received after deduction of 
charges and expenses on the sale of property, the discount- 
ing of bills or notes, the issue of bonds or stocks, etc. 


Productive Wages: Those wages which are a direct part 
of the cost of manufacture. 


Profit: Pecuniary gain; excess of returns over outlay. 
Lisle, “Accounting in Theory and Practice” gives: “The 
surplus remaining over from the employment of capital 
after defraying all the necessary expenses and outlay in- 
curred in its employment, and after the capital has been 
replaced or provision made for its replacement. If there 
are not sufficient assets left to replace the capital, the re- 
sult of the venture or employment is a loss.” 

The above-cited definition, however, is very general. 
There are particular terms such as gross profit (q.v.), net 
profit (gross profit less all expenses), capital profit (that 
made on the disposal of a capital asset, as distinguished 
from that made in the ordinary operations), etc. There 
are also taxable profits (those on which taxes are imposed, 
and which may differ from those shown in a company’s 
statements) and non-taxable profits (those on which tax 
is not claimed for some reason, e.g., capital profit). 


Profit and Loss Account: “The account in which are 
collected on the credit side all the sources of profit, and on 
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the debit side all the charges incurred during a given 
period. If the credit side of the profit and loss account is 
greater than the debit side there is a profit, but if less there 
is a loss.” (Lisle). 


Profit and Loss Statement: A statement made up from 
the profit and loss account as shown by the ledger, with 
the various items marshalled and arranged so as to give 
the clearest view possible of the operations of the business, 
and also to be in accordance with statutory requirements 
if any. 

Profits Available for Dividend: This, as Pixley says in 
“The Accountants’ Dictionary,” is a “subject of extreme 
difficulty in practical application, though readily compre- 
hensible in theory, and full of generalities and matter for 
diversity of opinion and debate.” The theory is that divi- 
dends can only be paid from the profits made by the opera- 
tion of the company; i.e., profits made by the disposal of 
capital assets are barred. There are, however, exceptions 
to this; it has been held that “accretions to capital, when 
realized, may be brought into the profit and loss account 
and dealt with accordingly (Lubbock v. British Bank of South 
Africa, (1892) 2 Ch. 198; Foster v. New Trinidad Co., (1901) 
1 Ch. 208). 

Another way of expressing the same theory is to say 
that “No dividend must be paid which constitutes an im- 
pairment of capital.” This again has its exceptions, as in 
the case of companies formed to operate wasting assets, 
such as mines. 

It is quite impractical in this particular dictionary to 
take up the many points that would arise in an effort to 
cover the subject. In practice, however, the term is used 
to indicate the net profit after provision for interest on all 
outstanding indebtedness, and for income and other taxes, 
and that the profits so available can only be paid out in 
dividends provided the company acts within the require- 
ments of the Act under which it is incorporated. In this 
regard, the Dominion Act, Section 83 (1), reads as follows: 

“No dividend shall be declared when the company is 
insolvent or which renders the company insolvent or 

(subject to special provisions in the case of companies 

with wasting assets) which will impair the capital of 

the company;..... 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


Section 12(7) of The Companies Act, 1934 provided that 
where shares of no par value were allotted in payment for 
a going concern there might be treated as distributable sur- 
plus twenty-five per cent. of the issue price of those shares 
and in addition a sum equal to the surplus of the going con- 
cern. Section 4 of the amending Act of 1935 repealed this 
provision and enacted instead that the directors in fixing 
the amount of the consideration for the issue of shares of 
no par value may provide that not more than 25 per cent. of 
the consideration shall be distributable surplus; ‘“‘and where 
the company acquires a going concern which has a sur- 
plus ... , and any shares without nominal or par value 
in the company are issued in payment or part payment for 
such going concern, the directors may by resolution set 
aside, as a distributable surplus, such part of the considera- 
tion for the issue . . . of such shares without nominal or 
par value as does not exceed the unappropriated balance of 
realized net profits of the going concern immediately before 
such acquisition.” 

It seems reasonably clear that the present law excludes 
the “additional” appropriation to distributable surplus in 
cases where a going concern is being acquired. It is 
not clear however whether the “unappropriated surplus” 
measure is a substitute for the 25 per cent. measure, or 
an alternative to that measure which may be chosen by the 
directors at their discretion. Suppose company B has an 
unappropriated surplus of $200,000 at the time when it is 
bought by company A for a purchase consideration of 
$2,000,000 to be satisfied by the allotment of no par value 
shares of A. Is the $200,000 the maximum amount which 
the directors of A may apportion to distributable surplus, 
or may they so apportion 25% of $2,000,000 i.e. $500,000? 

The question is perhaps not of critical importance be- 
cause by a slight modification of the wording of the pur- 
chase agreement followed by exchange of cheques between 
the purchasing company and the liquidator of the vendor 
concern the transaction can be converted into an issue of 
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shares for cash. It represents nevertheless an ambiguity 
which might well be removed when any revision of the 
present Act is undertaken. 
* ca Ba 

In many holding companies a distinction is drawn be- 
tween “subsidiary companies” and “affiliated companies.” 
Presumably a subsidiary company is one of which the hold- 
ing company has legal control by ownership of 51 per cent. 
or more of the voting stock while an affiliated company is 
one of which the holding company has effective but not 
legal control by ownership of a block of less than 51 per 
cent. of the voting stock. It is unfortunate that account- 
ants have to make use of terms of this kind before they 
have received unequivocal definition. And it is strange to 
consider that the German equivalent for a subsidiary com- 
pany is “‘Tochtergesellschaft’ or daughter concern whilst the 
literal meaning of ‘affiliate’ is one who has been adopted as 
ason! The analogy of the 51 per cent. control breaks down 
at this point. , 


* * * 


STUDENTS’ ASSOCIATION NOTES 
MANITOBA 

The nearing close of the winter season compels a curtail- 
ment of those activities which help to lower the annual 
charge for mental depreciation. The past few months may 
be reviewed with pleasure by all members of the Manitoba 
Students’ Society and the increasingly large number of In- 
stitute members who support student activities. 

The last report showed the City Audit Office at the top 
of the bowling league, but these were displaced by Price, 
Waterhouse & Co., who were closely followed by Millar, 
Macdonald and Co. 

For the second consecutive year the Accountancy curlers 
won the inter-faculty curling league sponsored by the Uni- 
versity of Manitoba, thereby earning the hearty congratula- 
tions of the Society. The inter-office curling honours went 
to Millar, Macdonald and Co., who will be awarded the 
Cooper Cup and the C.A.S.S. Shield. 

The Society held its tenth annual supper dance at the 
Fort Garry Hotel on February 24th. That the event was 
a great success will not be denied by the large number of 
students and members in attendance. 


382 





STUDENTS’ DEPARTMENT 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather as 
such discussion and explanation of the problem as will make its study 
of benefit to the student. Discussion of solutions presented is cordially 
invited. 

PROBLEM I 
THE INSTITUTE OF CHARTERED ACCOUNTANTS 
OF ALBERTA 


INTERMEDIATE EXAMINATIONS, APRIL, 1938 
ACCOUNTING No. 2. Question 1 


Axel Smith, a farmer has given you the following information for 
the year 1937: 


Inventory of Hogs, January 1st ($10.00 per hog) ...... $ 500.00 
Inventory of Grain, January Ist (at market) .......... 1,000.00 
Value of Stables, Fences, etc., January Ist (estimated 

SE AEs PO PONE) 5a 60 6055 boo becccenaasee caduac 4,500.00 
Value of Residence, January Ist (estimated future life, 

Rr NN eo he eacbcws sieves aaa oraeesmeneoeees 3,000.00 
Value of Machinery, January 1st (estimated future life, 

Ue Te at oe ee eek yr ee eee rere 4,000.00 
WRN Oe Ta, JOMMRTY TRG oi ood cc coi race tedeseececs 8,000.00 
SERA SUMO, SOMES 2B 6b 6ac5.0 ccs es een eeen sa ves-s 1,000.00 
Bank BAlANes, December SISt co. ccikcccccscccccesvccce 500.00 
Unpaid Machinery Notes, January Ist ................ 1,000.00 
Unpaid Machinery Notes, December 31st ............. 2,000.00 
Payments during year: 

SE ny NE I oS. hw soos Sa Sole SSeS Bl cious ser 900.00 

II rhs 8a. chia bprde ois alee eta @ ome olane wie Wades 150.00 

Se IN og arias! alas a ore anaes Aw ee loo 6 @din eR blw et 200.00 

Se NINE PUI oo wor 'd.0 6 o:enlecenceecereyeavs a wie-e 150.00 

Re I, (CNIS a o.oo 5:00 5 KG ecasecseanen.s 50.00 

IE TNNER, 5.3%. 3.4:0-0.05:0 so do bs 0A SK a dee ee hiae ee nawa 300.00 

er een rer rere ere 500.00 

EMGOTORE Of TIBECHIMETY NOLES 6.ic ccc cciccccccecscces 50.00 

PN ie ree 5a paw Nav 545s oO MGM as eas ERED ED ESOS 150.00 

eI is stig og ig Sa winding roo 00. 6.d aralNceeteseee al eine 700.00 

I I cos ore oc iro Sides Wen Wwe 0k s.ae'e 400.00 
Receipts for year: 

YS oc oa RWS Es das mews doawacasanewes 500.00 

Se I ee te Sa u's Sosy wiotaiwaty era gaat wis, 8 oe wieies 500.00 

Re I GD POIs 5-4 8 0 eae os cele aw SR ome 600.00 

IIE oo as cues causes co eae wereius ance 3,000.00 
Estimated Cost of Boarding Farm Help .............. 400.00 
Inventory of Grain, December 31st (at market) ........ 800.00 
Value of Grain grown and fed to Hogs during the year 400.00 
VORGG Oe Mees GOFGO CLOW <6 cies ccccvevccscccsescic 100.00 


60 Hogs were born during the year, and 10 died. 

Hogs on hand should be valued at $10.00 each. 
Prepare journal entries recording the transactions, a statement 
showing Smith’s profit or loss for the year, a statement of his Capital 

account, and his balance sheet at December 31st, 1937. 
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SOLUTION 


Journal Entries: 


SIE A eS awn Soc shine seaus sae 
TNE ns 5 ka ae sie be aawesd ee sbaseewcas 
SN I, END sn. w'n's wae eele eles. 0c. 90,5.0'8 
SR ecco AES TW Che eibise cea e's bibs 
DY 20 cnc cbbaekSbheenese nese deeeene 
I Leo oak Rbd Soe be GPEMA MESSE ODSEDA TERRE 
PE ee cet wise er SRR e eae eS kaon e's 
PONY UND Gas sbbces swe cenceees 
POND toa cine Seka nian eee Se ae sero 
Opening Balance Sheet figures 
January ist, 1937. 


PIT: Cowes asa usa asec ae ae seh =o 
NE ciate aS Gaekcieabicnsawasow 
REED Siig cssigy ase sus nse ss-vaes news ss 
SUNT  SEIIIED ie cick wissen eccewwe eos 
DEY To ctonacpcud aks dks cese eens oes tear 
DE ic. cOuUMbinc ce Su awe eos areawbue bes ewe sae 
ED 5 ins na as Wish pe hed Wa wee e0e 
To Suspense (Personal Drawings) ........ 
Payments for year. 
Suspense (Personal Drawings) ............. 
Oe, NO i nooo dois casinsoewsws 
PT ivncs bs soba wasseenaesaanw eee 
PO aa tds aah eek dsb eran ee we 
i RIOD os kcchacessbtegn sews we oie 
Receipts for year. 
SOON CUEIINE, 95s c sb Wa loWls boson be bee Se F310 0% 
EEE I cine <cieevseaess bane eneauee’s 
ey I pa heise buniebewaeeelees ae 
RIAN 560s ie Gs bsib'ws Weds e sso’ 
Reversing Inventory, January Ist, 1937. 
HAORS OR MANG—GS HOGS 62 cca vvecasicccscess 
SRA ORRIN. 5 a 0a seid ww '00Gs Go 05450508 
DD ED, ba Si ca ce k bose cieweceu's 
Se NIE on ys d'S hs wie aa to 85S 
Inventories, December 31st, 1937. 
oe eR ere eee eee re 
pei EO a rr 
Crediting A. Smith with cost of boarding farm 
help. 
UN oe hoe Gabe eine wena biesGee wii eum swbse esl 
Tri RNR ONINNINEY 5 cinta San eGaasicwss bereos 
Value of Grain fed to hogs during year. 
co ee ers 
To Kitchen Garden Revenue .............. 
Value of above crop for year. 
I Ch sacs ship as aes bape seh eee see aws 
TO PERORIOTY QUOTE. ones oo. ss cs os cde dees 
Increase in above to $2,000.00 at December 
31st, 1937. 
Suspense (Personal Drawings) ............ 
POT Gvishaswous abu elu eeassac abe usss% 


$ 500.00 
1,000.00 
4,500.00 
3,000.00 
4,000.00 
8,000.00 
1,000.00 


900.00 
150.00 
200.00 
150.00 

50.00 
300.00 
500.00 

50.00 
150.00 
400.00 


4,600.00 


500.00 
1,000.00 


630.00 
800.00 


400.00 


400.00 


100.00 


1,000.00 


500.00 








$ 1,000.00 
21,000.00 


2,850.00 


500.00 
500.00 
600.00 
3,000.00 


500.00 
1,000.00 


630.00 
800.00 


400.00 


400.00 


100.00 


1,000.00 


500.00 
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Reduction in bank account during year. 


Drawings, A. Smith—Food ................- 700.00 
Drawings, A. Smith—Cash .........cccceeee 1,550.00 
Oe EEE ee 


Clearing Suspense Account to Drawings, being 
the unaccounted for cash transactions for 
the year—includes $700.00 food purchases. 
Drawings Account—Depreciation on Residence 150.00 
EI, ono sos bree Siw aees cece eekese sc 990.00 
To Stables, Fences, etc. (10% of $4,500) .. 
Residence (5% of $3,000) ............ 
Farm Machinery (10% of $5,400) 
Depreciation for year. 


AXEL SMITH 


Profit and Loss Account 
for the year ending December 3lst, 1937 


Grain Account: 


Se ae IN, 85h ciona Scud S- Ceeeee Kw $ 3,000.00 
Cr PO OS TRO aiiceccisscccscees 400.00 
ee ID 5 ok Fons cence cccteces 500.00 
Grain on hand, December 31st, 1937 800.00 
4,700.00 
Less: 

I ih er er sr Oe Coe Meds $ 150.00 

pe ere err ra 150.00 

EI, © 5-856 6 oles eds cea etpals 300.00 


Grain on hand, January Ist, 1937 1,000.00 1,600.00 


Hogs Account: 


eR MU IORI os BW orc a5 SS sintiocs bw ordi 600.00 
Hogs on hand, December 31st, 1937 630.00 
1,230.00 
Less: 
POOR. PUPCMASOE occ cccscvsese 200.00 
Ree RI o's bso o-0c.0ens 400.00 
SRO WUTCUMOON ae i.8 650s. 80'80:0 50.00 


Hogs on hand, January Ist, 1937 500.00 1,150.00 


Pe Ee 6 


Less General Expenses: 


TE aos 6 cs Vis a's oN A Swe okie 900.00 
EE CtGh as Caan aww es aes 400.00 
PR 510s h-Sat a. lores, 6 Sse alae 150.00 
RE sic cise kaa emanate wens 50.00 
ee eer eer 990.00 


Oe PVONs FOV TRO WOOT i ick i siciccnaes 


2,250.00 


450.00 
150.00 
540.00 


$3,100.00 


80.00 


3,180.00 
100.00 


3,280.00 


2,490.00 


$ 790.00 
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AXEL SMITH 


Capital Account 
December 31st, 1937 


ee ge | Ry ae 
Set Se OO EO SORE Soke id kbs weckcsedess ease 


Less Drawings Account: 
SNR NMNENEINIOID, (5154 a)6 c's so G's 30 a's oa hws wie 
SE CII 355 ops nw vo rin ab a6 6's 'wGe Sin -w O08 
eg a 
Depreciation on Residence ................ 


Deduct Cost of Boarding Farm Help .... 


AXEL SMITH 


Balance Sheet 
December 31st, 1937 


ASSETS 


SED PU PRONE Man Dito SS SGN isin bte oak aeies eee ees 
INVENTORIES: 
eR CCE ©3555 vy wo. 5 45S ea bow news 6 eee 
See RIES hasan d 54d swiss sbeebs eine 


FIXED ASSETS: 
PA cute tices Ren ek ses acura se cakes wade ae 
Stables, Fences, etc., less depreciation ...... 
Residence, less depreciation ................ 
Machinery, less depreciation ............... 


LIABILITIES 


Bachman, NOTES PATAMIE 2... sc ccccccccccccs 
Sey ERMINE Vissig ou edie nde lense SaeGei'ae.s 


PROBLEM II 


4,860.00 19,760.00 





SOCIETY OF CHARTERED ACCOUNTANTS OF THE PROVINCE 


OF QUEBEC 


FINAL EXAMINATIONS, OCTOBER, 1938 


ACCOUNTING “A.” Question No. 4 
The following is the Trial Balance of a manufacturing concern 
for the year ended December 31st, 1937:— 
Re Oe Oe UN ANE TOE on onc sive csc ties casce 
RSRRURES AOOUNNUMND FSRUO oobi once sedewcdecscesees 
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SE IG rien kos sie eu timate ees 


PS TU FILS oo din Sie oo 6 ee a Ser déadnweneee 150,000 
Reserve for Depreciation: Factory Machinery & 

NN oe ciclc4 5.4 een e cae eee esse bam 
PE I ish as Bone Sores Foenwis ewe sean 100,000 
Reserve for Depreciation: Factory Buildings .... 

Ma ethers ee aC ad tesla Ses ke taintes a ele Menloe 60,000 
ee ee ER II te 

MRI IO NN os os a) acl Shania biaugraieieidinisieelaeie 10,000 
Purchases of Direct Material .............eeeee. 384,600 
TOOLUTAS GE DITSCt MIACCTIAl o.c..k sick ccaieccswescces 

Inward Freight, etc., on Direct Material ........ 2,000 
Direct Wages: Factory—Dept. A ................ 186,000 
Direct Wages: Factory—Dept. B ................ 64,000 
Indirect Wages: Factory—Dept. A .............. 45,000 
Indirect Wages: Factory—Dept. B .............. 17,000 
Salesmen’s & Travellers’ Salaries & Commission 23,000 
Galery, MAMARINE DITSCOr 2.06. ccc ccccccssucces 10,000 
MUSE NEES SUEMEOODS ooo aod-c onc 6 bis cess oem ane 20,000 
RU RN ihe cig gia ko ecko NSO awe hb 4 Tee 5,000 
Wire BPAMEROr ES GAINEY oc noes se 6 6inses-gee's vee 6,000 
Salaries & Expenses, Factory Manager’s Office .. 2,400 
Factory Building Expense (including Deprecia- 

MN eta soi Fes cca vecacetucene cess 15,800 
Insurance, Factory Machinery ................6. 3,000 
Insurance: Work-in-Process—Dept. A ........... 800 
Insurance: Work-in-Process—Dept. B ........... 800 
Repairs, Maintenance, Factory Machinery: Dept. A 800 
Repairs, Maintenance, Factory Machinery: Dept. B 2,300 
IND UNNI 55155. Say a Wie boa. Gi9 oka wae eee ese oie 12,000 
Factory Supplies: Inventory, January Ist, 1937 .. 2,000 
Factory Supplies: Purchases ..........ccccccsece 5,000 
General Factory Expenses—Dept. A ............ 3,500 
General Factory Expenses—Dept. B ............ 3,000 
Direct Materials: Inventory, January Ist, 1937 .. 8,000 
Work-in-Process: Direct Material Section, Bal- 

GHON ZAMUOTT B61, BOS css viveswcsececcscies 2,000 
Work-in-Process: Direct Wages Section, Balance 

SN INCOME « soxdcnral eS Waid 6 ow whe. div via sveieve 1,600 
Work-in-Process: Factory Overhead Section, Bal- 

SUG SUNEY 2B, TORT onc ecic sc ikeeccssecscs 900 
Finished Goods: Inventory, January Ist, 1937 .... 6,000 
Factory MACHINGry: Dept. A ..cccccsesccvcveees 60,000 
Factory Machinery: Dept. B .......cccscccoccece 240,000 
Depreciation of Factory Machinery for year ..... 18,000 
WRN DUIIIIS 6 Gos 6 occcc ccc iecsssicccens 9,500 
General Expenses: Sales Dept. ................. 4,600 
BS VOPCUI CTE REID no 6 oi ccc iccec veces 2,000 
Expenses of Shipping and Delivery .............. 32,000 
General Expenses: General Office ............... 27,000 
Financial Charges: Cash Discounts, etc. ........ 1,800 
Finaneial Charges: Bad Debts ......c.cccccceccs 1,200 


35,750 


78,000 
25,000 


947,450 


2,400 


$1,588,600 $1,588,600 
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The factory is divided into two departments, A and B, and fac- 
tory overhead expense has been charged out during the period accord- 
ing to the following methods:— 

Dept. A 350,000 productive-labour-hours at 17 cents each 

Dept. B Machine Group No.1 20,000 Machine hours at 45 cents each 
Machine Group No. 2 30,000 Machine hours at 50 cents each 
Machine Group No. 3 40,000 Machine hours at 48 cents each 
Machine Group No. 4 35,000 Machine hours at 52 cents each 

No new machinery had been purchased during the period: it is all 
being depreciated at the same rate. All adjustments, excepting those 
required by the following have been made:— 


Valuation of Inventories, December 3t, 1937 





EE cL c kei cui biseeeceesaabae es ossee $9,000 
Work-in-Process—Direct Material Section ...... 3,000 
Work-in-Process—Direct Wages Section ....... 1,800 
Work-in-Process—Factory Overhead Section .... 700 5,500 
RNID CE iio tic ss aso eiaa wuleaiewsee es 6,000 
Factory Supplies issued and charged by Stores 
A et aren een a oe ee $2,000 
PERRIN Dr nk S Soa bbe ow waate sa were 3,500 
The Floor Spaces occupied by the two departments are as fol- 
lows:— 
Department A 20,000 square feet 
Department B 30,000 square feet 


The Factory Manager considers that the time of himself and his 
office is spent equally between the two departments. He considers that 
the power should be charged 4 to Department A, and % to Depart- 
ment B. 

During the period they have arrived at their selling prices as follows: — 

To Factory Cost they have added 8% to cover selling expenses, and 
so have arrived at “Selling Cost.” To “Selling Cost” they have added 
5% to cover general administrative and financial charges, and so have 
arrived at “Total Cost.” To this they have added 10% to cover net 
profit. If the result gave a fraction of a dollar, sufficient was added 
to bring the price to the even dollar. 

The cost estimates for the quantities of Direct Material put into 
process, and of Stores charged to departments, and of Direct Labour 
expended during the period agree with the records in the general 
ledger. 

(a) Show by comparative statements how far the figures for Fac- 
tory Overhead, Selling and other expense, as estimated during 
the period, varied from the actual figures. 

(b) Estimate, for goods manufactured during the period, the net 
profit which the concern had expected to make, according to 
its cost estimates. Also, give the actual net profit for the 
period. 

(c) Make any suggestions which you think fit. 


SOLUTION 
Factory Overhead Charged in Cost Accounts during period: 
Department A 350,000 p.l.h. at 17 cents ...... $ 59,500 
Department B 20,000 m.h. at 45 cents ...... $ 9,000 
30,000 m.h. at 50 cents ...... 15,000 
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40,000 m.h. at 48 cents ...... 
35,000 m.h. at 52 cents ...... 


Factory Building Expense 


apportioned Department A 2/5 ............. 
Department B S/b .cccccccsices 


Actual Factory Overhead Expense :— 


Ee re ee eee 
WPRCUOCT TEATRO DRIAL ios 560k 6s sie eens cave 
Salaries, etc. Factory Manager’s office .......... 
Insurance: Factory Machinery (according to 

NINE ce ENTER GG460.04 6 KG) 6/4005 16ie Sie’mceide are Wain 
Insurance: Work-in-Process .......csccccccccece 
Repairs and Maintenance, Machinery .......... 
SUNIIIND Si5 vo ood iar aS wale 6 es nla die Wik SoS aA La vw Bi Sihis WEIR 
I 5 3 o2 > oS Beas ws 4 2a'n s'sinlniv ia Sicie Mista dieie'w se wig 
OLE ee ee re 
Depreciation on Machinery (A, $60,000; B, 

NIU ais 05/5 cawewiiedich con oo wtet eaaaeacens 
Pr eer rere eet eee ere eee 


Total Factory Selling and Total Costs and Selling 
Prices, as estimated during the period. 


Direct Material 


Inventory in hand January Ist .......... 
ee Per err hey ee ee ee 
SE, Sawa crn cress cavmsmparasiewes ewe 


AGd Teward Freignt, Cte: ..so.os ceeecsscsccs 


Inventory on hand, December 31st ........ 
Re SGD PU sao a 5c eC Ki siseSes 


Manufacturing Cost as estimated during period. 


Direct Material 


In Work-in-Process Inventory January Ist .. 
Put into process during period .............. 


In Work-in-Process Inventory December 31st 


absorbed into finished goods .......... 
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19,200 
18,200 61,400 
$120,900 
$ 6,320 
9,480 
$15,800 
Departments 
A B 
$45,000 $17,000 
3,000 3,000 
1,200 1,200 
600 2,400 
800 800 
800 2,300 
3,000 9,000 
2,000 3,500 
3,500 3,000 
3,600 14,400 
6,320 9,480 
$69,820 $66,080 
$ 8,000 
$384,600 
2,400 
382,200 
2,000 384,200 
392,200 
9,000 
$383,200 
$ 2,000 
383,200 
385,200 
3,000 
$382,200 
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Direct Wages 





In Work-in-Process Inventory January Ist.. 1,600 
SUNN Ss 3S ris com os sule ose bee ee ne eie esi 250,000 
251,600 
Carried forward, in Work-in-Process Inventory 
DARE cca che bwkeheneeeheameses 1,800 
absorbed into finished goods .......... 249,800 
$632,000 
Factory Overhead Expense 
In Work-in-Process Inventory January 1 .... 900 
Charged during period Department A $59,500 
Department B_ 61,400 120,900 
Carried forward in Work-in-Process ........ 121,800 
Inventory December 31st ................ 700 121,100 
Total Estimated Factory Cost ........ $753,100 
Totals of Estimates made during period 
Pe IE oS o ep pms w ae see ees Se casew see $753,100.00 
Add 8% for selling expenses .............. 60,248.00 
813,348.00 
Add 5% for Administrative and Financial 
SE: Lodiea is ch Laas h ok abe a SRS aewr eases 40,667.40 
854,015.40 
ee Rs Or NE vas scope se Iwas Kwe~en'e 85,401.54 
$939,416.94 


Actual Manufacturing Statement for 12 months to December 31, 1937 


Direct Material (actual, agrees with cost esti- 
DUNNER cts anekeee Sas cucecetesssisuae sss $382,200 
Absorbed into Finished Goods 


Direct Wages (actual, agrees with cost esti- 





mates) 
Absorbed into Finished Goods ............ 249,800 
Factory Overhead Expense 
In Work-in-Process Inventory January 1.. $ 900 
Actually Expended Dept. A ........ $69,820 
I aia eehcs 66,080 
135,900 
136,800 
Carried forward in Work-in-Process 
Inventory December 31st ............... 700 136,100 


Actual Cost of Goods Manufactured during period $768,100 
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Actual Trading and Profit € Loss Statement for the 12 months to 


December 31st 


MN sida ac pnseey 00 okie PAW awh SOLES 
REE, apie cea mia ete inns wear 


Finished Goods 


TRVORtOTrY JARUATY TSE. oc 6 ccick ca cicceccceve 
Manufactured during period .............. 


Inventory December 31st ............... 
COBt GE GOGES BON ssciiierck sieve sc asinns 
CPP PUNE 55 550% Sama ceases 


Deduct Selling Expenses 


PRIN NII 5? Sor oy soa -o- ia 10.79 o 89d aio xls cara ares 
I Nn sie ccws sowaeseee ase 
Advertising and Samples ..........c.seeee 
ee BEE Cee eee re 
Shinving GNA DSUVETK scien sick ceases 


General Administration 
Be 
CODED Cee SOIATIOS 66 os.c an vise sciescinsees 
I MI ans a 6-6 5 sce 8 eels d walSe brates ores 
General Office Expemses .......... ...6.. 


Financial Charges 


Ce NE 9 660s 5 SESS eda $1,800 
SOE SOUNIINS os bask sk wow Sah awetenweneies 1,200 
Botta NGt POR ie iisiecesisdscsicns 


Calculations for correct rates 


$947,450 


10,000 


6,000 


768,100 


co) 
~~] 


4,100 
6,000 


9,500 
23,000 
2,000 


3,000 


Percentages, etc. to be increased as follows:— : 


Factory Overhead 





Dept. A 
69,820 
= 19.94 cents per productive labour-hour 
350,000 
Amend rate to 20 cents per p.1.h. 
Dept. B 


Re-calculate rates for all groups of machines. 


Selling Expenses 


$71,100 is 9.25% of $768,100 Cost of Goods manufactured 


Amend rate to 9.3% or even 10% 
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$937,450 


768,100 


169,350 


71,100 


98,250 


65,000 


$33,250 
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General Administrative and Financial 
es $62,000 Cost of Goods Manufac- 
tured 
Financial Charges 3,000 Selling Expenses 


$65,000 is 7.74% of Selling Cost $839,200 


Amend rate to 7.8% or 8% 


ANSWERS 
Actual Estimated 
(a) Factory Overhead Expense 
$69,820 $59,500.00 
66,080 61,400.00 
Selling Expenses 71,100 60,248.00 
Gen. Administrative & Financial Charges 65,000 40,667.40 
(b) 33,250 85,401.54 
(c) Amend rates of Factory Overhead: Department A to 20 cents per 
p.1.h. 
Department B for each group 
of machines 


Amend Selling Expense to 9.3 or 10% 
Amend Administration and Financial to 7.8 or 8% 

(ii) Check Factory Overhead and other rates used with actual ex- 
penses at monthly intervals, but remember that normal or 
average to be taken over whole period. 

(iii) Revalue the closing inventories of Work-in-Process and Finished 
Goods according to actual factory overhead expense. 
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